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MEMORANDUM OF POINTS AND AUTHORITIES IN SUPPORT OF
PLAINTIFF'S OPPOSITION TO DEFENDANTS' MOTION TO DISMISS

This action challenges the legitimacy of expenses that defendants have been
charging for marketing and distribution to twenty-three mutual funds that have been
'cl‘dsed to new investors since April 1, 2002' (the “Closed Funds™). Defendants’ moti_oﬁ
to dismiss, or in the alternative, motion for summary judgmeﬁt should be denied because _
these payments: (i) lack a reasonable relationship to thé_ marketing and distribution needs
of the Closed Funds; (ii) were collected by dzfendants' subsidiaries and/or sister
companies; and (ﬁi) .ca.nnot be sanctioned by 'any National Associaﬁén'rqf- Securities
Dealers (“NASD") nule or motice, including NASD Rule 2830 or NASD Notice to

: Members 93-12, where such payments a.ctually violate‘defendants’ fiduciary obligations
under §36(b) of the Investment Company Act of 1940 (“Investment Company Act”) and
common law.

I.  PRELIMINARY STATEMENT

' The closed funds at issue are the following: INVESCO Balanced Fund/Inv, INVESCO Core
Equity Fund/lInv, INVESCO Dynamics Fund/Inv, INVESCO Energy Fund/Inv, INVESCO" European
Fund/Inv, INVESCO Financial Services Fund/Inv, INVESCO Gold & Precious Metals Fund/Inv,
INVESCO Growth & Income Pund/Iny, INVESCO Growth Fund/Inv, INVESCO Health Science Fund/Iny,
INVESCO High Yield Fund/Inv, INVESCO International Blue Chip Value/Inv, INVESCO Leisure
Fund/Inv, INVESCO Real Estate Opportunity Fund/Inv, INVESCO S&P 500 Index Fund/Inv, INVESCO
Select Income Fund/lnv, INVESCO Tax Free Bond Fund/lnv, INVESCO Technology Fund/Inv,
INVESCO Telecommunications Fund/Iny, INVESCO Total Return Fund/Inv, INVESCO US Government
Securities Fund/Inv, INVESCO Utilities Pund/Inv and INVESCO Value Equity Fund/Inv.
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Section 12b-1(e) of the Investment Company Act requires that directors may
approve a distribution plan pu:suani to § 12b-1 (‘.‘12b-1 plan”) only if they conclude:

in light of their fiduciary duties under state law and under sections 36(a) and (b)

of the Act, that there is a reasonable likelihood that the plan will benefit the

company and its shareholders...(emphasis added).
Reéent studies by the SEC have shown, however, that 12b-1 fees — even for funds open to
new investors ~ do not benefit fund sharéholders who are charged the 12b-1 fees out of
the fund’s assets indefinitely. See, e.g. The Costs and Benefits to Fund Shareholders of
12b-1 Plaﬁs.' An Examination of Fund Flow;r, Expenses and Returns, page 2 (Lori Walsh,
Financial Economist, Office of Economic Analysis, U.S. Securities and Exchange
Commission, April 26, 2004)(see Exkibit A) (“fund shareholders are paying the costs to
grow a fund while the fund advisor is the primary beneﬁda:y of the fund’s growth |
through the collection of higher fees”). While it very well may be, based on these and
other studies, that charging 12b-1 feés even to open funds is a breach of ﬁdu‘c‘iar'y duty
under § 36(b) and state law as seﬁ forth in § 12b-1(e), the ongoing assessment of 12b-1
fees to the nylosed Funds is most certainly a violation of § 36(b) and common law

 fiduciary duties.

The core of this case, which defendants have conveniently skirted, is that a
ﬁutual fund advisor cannot continue to charge 12b-1 fees to the Clos}ed Funds whén such
expenses do not bear a reasonable relationship to the marketing and distribution services
needs of a mutual fu.ﬁd that is no longer marketing to, or accepting investments from,
new investors. Although rules and guidelines created by self-governing agencies such as
the NASD may offer general guidance to its members regarding the collection of fees and

expenses, contrary to defendants’ assertion, these rules do not and cannot override the



QUUUTIRZUAy LEUNIZT UANall FTdA, £ 1IrI 71U 1D Jidil & Ly 1e 11y reuy

force and effect of § 36(b) and common law fiduciary duty obligations of a fund advisor
to only charge expenses that are rteasonably related to the needs ‘of the fund.
Accordingly, plaintiff seeks to recover the excessive and unreasonable 125-1 fees that
defendants have collected, either directly or indirectly via their subsidiary and/or sister
companies, in violation of their fiduciary duties un.der § 36(b) and-‘common law. Plaintiff

also seeks to énjoin defendants from continuing to charge the Closed Funds unreasonable

12b-1 fees'for marketing and disu'ibution.‘

II. ARGUMENT

"A motion to dismiss under Rule 12(b)(6) is viewed with disfavor and is rarely
granted.”" Kaiser Aluminum & Chem. Sales, Inc. v. Avondale Sh’ip}afds’, Inc., -677VF.2d..
1045, 1050 (5th Cir.1982). It is well settled that a complaint should not be dismissed
unless jt appears to a certainty that the plaintiff can prove no set of facts in support of the
complaint that would entitle the plaintiff to relief. See McCartney v. First City Bank, 970
F.2d 45, 47 (5th Cir.1992). In determining whether to dismiss a complaint, the court
must accept the factual allegations of the complaint as true, view them in a light most
favorable to the plaintiff, and draw all reasonable inferences in the plaintiff's favor. Indest
v. Freeman Decorating, Inc., 164 F.3d 258, 261 (5th Cir.1999).. As will be demonstrated
below, each of the grounds presented by defendants for dismissing plaintiff’s ﬁrsf
amended complaint (the “complaint”) is without merit and therefore defendants’ motion
should be denied.

A Defendants Invesco Fund Group and AIM Advisors, Inc. Are
“Recipients” Under § 36(b) because the improper 12b-1 fees were

collected by their subsidiaries and/or sister companies -
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The complaint names as defendants, among others, Invesc‘o Fund Group (“IFG”)
and AIM Advisors, Inc. (“AIM Advisors”), the advisors to the Closed Funds. Regardless
of whether these advisors collected the improper 12b-1 fees directly, they are appropriate
defendants under a § 36(b) for the allegedly excessive 12b-1 fees collected through their

affiliates, § 36(b) states that:

the investment adviser of a registered investment company shall be deemed to
have a fiduciary duty with respect to the receipt of compensation for services, or
of payments of a material nature, paid by such registered anestment company, or
by the security holders thereof, to such investment adviser or any affiliated
person of such investment adviser. (emphasis added).
Thus, § 36(b) expressly imposes a fiduciary duty upon an investment advisor with respect
to fees and expenses received ejther by the advisor or an ‘.‘afﬁliated person of such

investment advisor.”

The improper 12b-1 fees alleged in the complaint, were, upon information and
belief, received by Invesco Distributors, Inc. (“IDI™), the previous distributor of the
Clos‘ed Funds, end AIM Distributors, Inc. (“ADI"), the current distributor of the Closed
Funds — affiliates of IFG and AIM Advisors, respectivelyé As such, these entities are
“affiliated persons” of IFG and AIM ‘Advi.sors, respectively, within the meaning of §
36(b), which defines “affiliated pérsons” as “any person directly or indirectly controlling,

controlled by, or under common control with such other person...” 15 U.S.C. § 80a-

2)3)C).

2 In fact, just as § 36(b) imposes 2 fiduciary duty on the adviser for payments received by the

advisor and any affiliated persons, so too have courts considered both the administrative costs incurred by
the adviser and the adviser's affiliates to determine the adviser’s § 36(b) liability. See Gartenberg v.
Merrtll Lynch Asset Management, Inc., 694 F.2d 923, 931 (2d Cir. 1982) (because manager and broker
affiliate were divisions of one aconomic unit, costs incurred by affiliate may be used to calculete manager's
net profits for § 36(b) liability considerations).

’ IDI is a wholly-owned subsidiary of IFG. (See Exhibit B). Also, ADI and AIM Advisors are sister
companies under the common control of AIM Management Group Inc. (See Exhibit C)
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Thus, even if defendants’ assertion that the IFG and AIM Advisors did not vco_lle-ct

12b-1 fees d§:ect1y from the Closed Funds is true, defendants IFG and AIM Advisors
_have breachgd their § 36(b) ﬁduciary duties with respect to improper 12b-1 fees collected
through their affiliates IDI and ADL Defendants’ position that § 36(b)(3) impoées

| liability upon an advisor only when the improper compensation or fees are received
~directly by the advisor, but absolves the advisor from liability when such compensation
or fees are collected through an affiliate, squarely contradicts § 36(1:) which imi)oses
liability on an adviser for improper compensation collected through the adviser's
affiliates. The correct interpretation of the “recipient” requirement of § 36(b)(3),

therefore, must include an advisor that collected improper payments either itself or

through an affiliate as defined under § 36(b).*

| Accordingly, defendants IFG and Aim Advisors had a fiduciary-duty with respect ‘
to the improper 12b-1 fees that were collected through their afﬁli‘ate distributors IDI and
ADI. Consequently, IFG and Aim Advisors were properly named as defendants and are
considered “recipients” under § 36(b).°

- B, The 12b-1 Fees Charged By Defendants Lack A Reasonable Relationship
to the Marketing and Distribution Services Rendered to the Closed Funds

‘At the pleading stage, all that is required of plaintiff is to plead facts which, if

proven true, would support the claim that the 12b-1 fees for marketing and distribution

¢ The “recipient” requirement of § 36(b)(3) excludes, however, those that did not directly receive

compensation and whose affiliates did not receive compensation.

5 In light of the affidavits submitted with defendants’ Motion Dismiss (See Exhibit C attached
thereto) claiming that the advisors did not directly receive 12b-1 fees from the Closed Funds but rather it
appears that distributors IDI and ADI received such 12b-] fees, both IDI and ADI have their gwn fiduciary
duty directly to the Closed Funds, and are therefore themselves proper defendants under § 36(b). As such,
plaintiff respectfully requests permission to smend the complaint to add distributors IDI and ADI as
defendants in this action.
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charged to the Closed Funds bear no reasonable relationship to the services rendered. See
e.g. S’{r_ougo v. Bea Assoc., 2000 WL 45714, *7 (S.D.N.Y.) (not required to plead detail .
“to make a determination with respect to the six Gartenberg factors — sufficient to plead
facts to support claim that fees bear no reasonable relationship to serviées rendered). In .
this case, plaintiff has met his burden by pleading that défendants continue to charge thé
Closed Funds 12b-1 fees for markéfi_ng A}and. disﬁibutibn when such funds are apparently
no longer engaged in marketing and distribution.
The complaint alleges with as much detail as defendants’ limited financial
di_scllosures would allow, that defendants continue to charge the Closed Funds 12.b-1‘ fees
- for marketing and distributién despite the fact that the Clpsed Funds are, and have been,
. closed to new investors for over two years, (See, e.g., Complaint Y 18-22), Moreover, it
appears that defendants continue to charge the 12b-1 fees to the Closed Funds at the same
rate as when the funds were open to new inveﬁtors and were engaged in soliciting new
investors,” As previously stated, the SEC has questioned the reasonableness of charging
12b-_i fees even to open funds (See Exhibit A). Certainly, in this case where the entire -
* justification of charging 12b-1 fees — passing the benefits of economies of scale of a
larger fund to shareholders — no longer exists, the ongoing_assessrnent}of 12b-1. fees, as

‘defendants are doing in this case, raises grave doubt about defendants’ compliance with-

their fiduciary duty obligations under § 36(b).

! For example, the Closed Funds are being charged 12b-1 fees of 0.25% of average daily net assets,

which s the same rats that the investor class shares of the Equity Income Fund (the predecessor to the
_closed Core Equity Fund) and the Health Sciences Fund were paying in 12b-] fees when it was actively
seeking new investors. (See Exhibit B).
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Furth_enﬁore, defendants continue to list the Closed Funds in more than sixty (60)
fund “supermarkets” maintained by brokers such as E*trade, Charles Schwab and others.
(Exhibit D). Typically, a fund uses a percentage of net assets allocated under its 12b-1
plan in order to pay for an ongoing listing in a fund supermarket to gain exposure to the
fund supermarket’s broad customer base and thereby attract new investors into the fund.
Paying distribution fees to these fund supermarkets to list the Closed Funds, howevei,.is
not a reasonable use of the Closed Fund's assets given that the Closed Funds are closed to
new investors and any future sales are strictly limited to existing investors in these funds.

Moreover, defendants all but admit in their documents distributed to ihvestors'
that the 12b-] expenses charged to the Cloéed Funds may not be réasoj;;bly related to the:
services rendered. In particular, defendants havé acknowledged that:

Because eaﬁh.class pays a 12b-1 distribution and service fee which are based

upon each class’s assets, if you own shares of a Fund for a long period of time,

you may pay more than the economic equivalent of the maximum front-end sales
charge permitted for mutual funds by the Nationa]l Association of Securities

Dealers, Inc, (Exhibit E).

.Defenda.nts’ ' acknowledgeinent that the 12b-1 expenses cha:ged to funds sold by
‘defendants may exceed the maximum sales charge allowed by NASD rule is an
admission that these 12b-1 expenses may not be reasonably related to the sales and
marketing ‘services rendered to the funds. While defendants admit that the 12b-1
expenses charged to open funds may not be reasonably related to the funds’ sales and
marketing needs, the 12b-1 charges are all the more so unreasonable when assessed
against the Closed Funds that are no longer engaged in soliciting ne\._v business. This is

precisely why § 12b-1 requires that expenses incurred pursuant to a 12b-1 plan be

reviewed by the fund’s boerd of directors on a quarferly basis.
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Under these circumstances, plaintiff has sufficiently alleged that the 12b-1 fees
for marketing and distribution charged to the Closed Fund lack any reasonable
relationship to the serviceé provided to these funds,

C. NASD Rule 2830 Does Not Permit Defendants To Charge
Excessive 12b-1 Fees in Violation of Their Fiduciary Duties

Defendants’ reference to NASD Rule 2830 and NASD Notice to Members 53-12
is a red herring. It is undisputed, as explained above, that the payment of 12b-1
distribution fees are subject to the fiduciary duty obligations set forth in § 36(b) and
under state laws. See Meyer v. Oppenheimer Management Corp., 895 F.2d 861, 867 (2d
Cir. 1990) (costs of 12b-1 plans are subject to review under Section 36(b)). Therefoze, .if-— -
12b-1 fees charged to the Closed Funds lack any reasonable relationship to the services
provided, then fund management has violated § 36(b) and state fiduciary duty laws.
NASD Rule 2830 cannot preempt the fiduciary duty obligaﬁOns placed vby § 36(b) and
state law on the fund’'s management. Thus, while NASD Rule 2830 may allow its
members to continue charging ““asset-based sales charges” even after a fund stops selling
its shares, NASD 2830 does not, and cannot, provide defendants with a “free pass” to
violate their fiduciary duties by incurring expenses on behalf of Closed Funds that lack a
reésorxaBle relationship to the services provided to the Closed Fund.®

In this case, the Closed Funds have ceased soliciting new investors since April 1,
2002. Therefore, it does not appear that there are reasonable grounds to charge the

" Closed Funds “asset-based sales charges® at the same rate as when they were open to new

8 For example, while NASD Rule 2830 places & 0.75% per annum cap on the asset-besed sales

charges a fund may impose, it would be a violation of § 36(b) and state fiduciary duty laws to cherge 12b-1
fees that are even less than the 0.75% cap if such fees are not reasonably related to services provided. In
effect, the NASD rule caps fees and expenses that its members can asses funds, but in no event do these
rules permit advisors to indiscriminately charge 12b-1 fees regardless of the reasonable needs of the fund.
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investors. At the very least, the 12b-1 fees for funds that have been closed to new
investors for such a prolongeci period shouid be substantially reduced after their closure,
if not altogether eliminated. Yet, apparently, the defendants are continuing to assess the
Closed Funds the same 0.25% of average daily net assets as they cha:gedv the ﬁhds when '
they were open to new investors. |

NASD 2830 notwithstanding, if the defendants are continuing to charge the
Closed Funds “asset-based sales charges” that lack a reasonable relationship to the needs
of these funds, theh defendahts are liable under § 36(b) a.nd. state law,

D.  Supplemental Jurisdiction Is Proper Because

Plaintiff’s §36(b) Claim Is Proper

Because, plaintiff’s §36(b) claim agamst defendants is propcr, as explamed above

thlS Court can properly assert supplemental Junschctxon over plamuﬁ’s state claims. See

28 U.S.C. §1367(a).

E. Plaintiff Has Standing to Pursue An
Action on Be of All 23 Closed Fund

Plaintiff owns shares in the INVESCO Core Equity Fund and INVESCO Health
Sciences Fuhd. The Core Equity Fund is part of the “AIM Combination Stock & Bond
Fund” (previously called “INVESCO Combination Stock & Bond Fund”) which is a trust
that includes not only the Core Equity Fund owned by plaintiff, but also includes, or in
the past included, two other funds at issue in this lawsuit: INVESCO Balanced Fund and
INVESCO Total Return Fund. Similarly, the INVESCO Health Sciences Fund owned by

plaintiff is part of a single trust now called “AIM Sector Funds” (previously called

10
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According to

~ defendants’ own public filings, these trusts are “open-end diversified managemeni

. investment companies.” As such, plaintiff owns shares in these investment companies

and therefore has standing to pursue claims under § 36(b) on behalf of any of the funds

owned by the trusts. See e.g. Batra v. Investors Research Corporation, et al., 1992 WL

278688 (W.D.Mo.). Plaintiff does not have to own each s.ndvev'ery Closed Fund in order

to have standing in this case rather, his ownership of two Closed Funds that are part of

two trusts that include 12 of the 23 Closed Funds at issue confer standing upon the .

- plaintiff under § 36(b) at least with regard to these 12 funds.

As the Court stated in Batra:

The plaintiff's standing to bring a Section 36(b) action is not limited to bringing
an action for a particular series {i.e. fund]. Section 36(b) provides that “an action
may be brought under this subsection by a security holder of such registered
investment company on behalf of such company.” The plaintiff owns shares in
TCI, a registered investment company as defined by 15 U.S.C. § 80a-08. The
individual funds are not registered as required by 15 U.S.C. § 80a-08. (Id at *1)

*E ¥

The court d1sagrees with defendants’ argument that each series constitutes an
investment company. The defendants argue that the Act defines "investment -
company” to include a fund or series. 15 U.S.C. § 80a- 3(a)(1)(3) The 1940

Act defines an "investment company" as any "issuer" that is "in the buginess of
investing, reinvesting or trading in securities." 15 U.S.C. § 80a-3(a)(1)(3).

"Issuer" is defined in terms of a “person." 15 U.S.C. § 80a-2(2)(22). "Person"

includes "company.” 15 U.S.C. § 80a- 2(a)(28). "Company" includes a "trust, a
fund, or any organized group of persons whether mcorporated ornot." 15 US.C.
§ 80a-2(a)(8)

However, an investment company must be an "issuer .. in the business of
investing...." TCI, not each series, issues or proposes to issue securities.
Accordmgly, the series do not constitute compames (Id at *2)

9

Thége include or in the past have included: INVESCO Leisure Fund, INVESCO Technology

Fund, INVESCO Telecommunications Fund, INVESCO Utilities Fund, INVESCO Heslth Science Fund,
INVESCO Financlal Services Fund, INVESCO Gold and Precious Metal Fund, INVESCO Utilities Fund,

'INVESCO Energy Fund, end INVESCO Real Estate Opportunity Fund.

11
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Defendants' reliance on Green v. Nuveen Advisory Corp., 186 FR.D. 486, 493
(N.D. Ill 1999) for the proposiﬁon that plaintiff must own each of the Closed Funds to
have standing under § 36‘('b) is misplaced because Nuveen dealt with closed-end funds
that were each separaie trusts or corporations. In contrast, 12 of the 23 Closed Funds are
poﬁfoligs of invcsimcnts ‘within management investment companies (i.e., the AIM
Combination Stock & Bond Funs and the AIM Sector Fund) in which plaintiff is a
security holder. As such, under the plain meaning of § 36(b) and Batra, plaintiff has

~ standing to assert § 36(b) claims for at least 12 of the 23 Closed Funds. |
Furthermore, plaintiff has stand.ing to bring a c]ﬁim for breach of fiduciary duty
for all 23 of the Closed Funds that are the subject of this a;tioni Defendg;l.t-shhave the
same fiduciary duty to investérs in all 23 ‘Closed Funds to charge 12b-1 fees having &
. reasonable relationship to the needs of these funds. The 23 closed Funds share the same
investment advisor, the same board of trustees, pay the same 0.25% of averége daily net.
assets in 12b-1 fees, share the same marketing and distribution agent that is an affiliate of
.the investment advisor, and are otherwise uniﬁcd in intefest. Plaintiff alleges vt.hat, by
charging excessive and unnecessary 12b-1 fees to the Ciosed Funds, defendants breached
their fiduciary duty to plaintiff and all other investor.s in the Closed Funds. Thus, the
. hamm ‘su_ffered by the plaintiff, and the remedy sought in this action, is identical for all 23
Closed Funds. As such, plaintiff has standir;g 10 assert a breach of fiduciary duty claim

against all 23 of the Closed Funds in this action.

12
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. CONCLUSION

For the foregoing reasons, Defendants’ Motion to Dismiss should be denied in its

entirety.

Dated: June 1, 2004

Respectfully Submitted,

SCHWARTZ, JUNELL, GREENBERG
& OATHOUT, L.L.P.

P oA oson
U

By:  Roger B. Greenberg
Texas State Bar No. 08390000
Federal I.D. No. 3932
Attorney-in-Charge
609 Fannin St., Suite 2000
Houston, Texas 77010

- 713/752-0017 Telephone

713/752-0327 Facsimile

ZIMMERMAN, LEVI &
.KORSINSKY, LLP

Bduard Korsinsky

39 Broadway, Suite 1440

New York, New York 10006

212/363-7500 Telephone

212/363-7171 Facsimile

ZIMMERMAN, LEV] &
KORSINSKY, LLP
Jean Marc Zimmerman

226 St. Paul Street
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908/654-8000-Telephone
908/654-7207 Facsimile

Attorneys for Plaintiff
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CERTIFICATE OF SERVICE
I HEREBY CERTIFY that a true and correct copy of the foregoing Memorandum

" and Points 'of Authorities in Support of Plaintiff’s Opposition to Defendants’ Motion to
| Dismiss was sent 1o all counsel of record by U.S. certified mail on this 1* day of June,

Roger E’ Greenberg

2004.
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The Costs and Benefits to Fund Shareholders of 12b-1 Plans:
An Examination of Fund Flows, Expenses and Returns

Lori Walsh’

* Financial Economist, Office of Economic Analysis, U.S. Securities and Exchange
Commission, 450 Fifth Street NW, Washington, D.C. 20549, The Securities and
Exchange Commission disclaims responsibility for any private publication ot statement
of any SEC employee or Commissioner. This paper expresses the author's views and
does not necessarily reflect those of the Commission, the Commissioners, or other
members of the staff.

This paper presents preliminary findings and is being dxstnbuted to economists and
other interested readers solely to stimulate discussion and elicit comments.. Any errors or
omissions are the responsibility of the author,
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- Executlve Summary

, “Rule 12b-1, promulgated pursuant to the Investment Company Act of 1940,
allows mutual fund advisers to make payments from fund assets for the costs of
marketing and distribution of fund shares under the auspices of 12b-1 plans. The original
- justification for the plans, as put forth by the mutual fund industry in the 1970s, was that
such fees help attract new shareholders into funds through advertising and by providing
incentives for brokers to market the fund. Arguably, asset growth from any means
benefits shareholders through economies of scale in management expenses and lower
flow volatility, which decreases liquidity costs for the fund. If, through 12b-1 plans,
funds are able to increase the rate at which their assets grow, then shareholders may be
able to attain these cost reductions sooner than by investing in a fund with no 12b-1 plan.
However, the costs must decrease sufficiently to cover the cost of the plan, and the
benefits of the cost reductions must be passed onto shareholders, or shareholders will not~~~ -
be better off." ’ -

- Opponents of the rule argue that there is no evidence that 12b-1 plans are
successful at growing funds or that shareholders benefit from such plans. Furthermore,
they argue that there is & conflict of interest from allowing fund advisers to use fund

. assets to pay for attracting new investors, since fund advisers eamn fees based on-assets
under management. - '

This paper addresses whether 12b-1 plans are successful in leading to faster asset
growth and whether the sharcholders that pay for 12b-1 plans receive any net benefits
from the plans. The paper finds that while funds with 12b-1 plans do, in fact, grow

- faster than funds without them, shareholders are not obtaining benefits in the form of
lower average expenses or lower flow volatility. Fund shareholders are paying the costs
to grow the fund, while the fund adviser is the primary beneficiary of the fund’s growth.
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A Introduction

Since their inception in 1980, 12b-1 plans,' de51gncd to provide a fund adviser
with resources to pay for the distribution and marketing of a fund, have been marked by
controversy. However, in recent months, lawmakers, investor advocacy groups and the
financial press have elevated the din to a dull roar.? Spurred by the revelation of scandals
in the mutual fund industry, such as late trading, market timing and selective disclosure

of portfolio holdings, several aspects of the mutual fund industry are being examined,
mcludmg shareholder fees.

Fund advisers annually deduct 12b.1 fees from fund assets. According to an ICI
survey of 95 member funds in 1999, 63% of 12b-1 fees are used for compensation of
broker-dealers and related expenses, 32% are used to cover the administrative expenses
of mamtammg sharcholdcr accounts, and 5% are used to pay for advertising and sales-
promotlon expenses

Thus, the primary use of revenues raised through 12b-1 fees is to create incentives
for brokers to distribute the fund. Additionally, advertising increases investor awareness
of the fund, which in tumn increases flows into the fund.* Taken together, the incentives
and advertising may stimulate asset growth and thereby lead to scale economies. In
theory, asset growth allows the fixed costs of fund management to be spread across more
assets, resulting in a lower average cost of fund management per dollar invested.® If the

! Investmenl Company Act Relense \Io 11414 (October 28, 1980)

2 For example, see Karl Scannell, “Some Mutual-Fund Fees Face the Smell Test”, Wall Street Journal,
December 16, 2003; Brooke Masters, “Counting the Cost of Fund Pees”, Washington Post, December 4,
2003; Carla Fried, “Pressure Builds To Cut Fund Fees™, New York Times, January 11, 2004. Also. ina
January 14, 2003 letter to the General Accounting Office, Representatives Michael Oxley and Richard’
Baker requested a study of “{t]he role of 12b-1 fees, and whether modifications may be needed to rule 126-
1 to reflect changes in the manner in which funds are marketed and distributed.” They additionally
requested a study of the cffectiveness of the rule in providing economies of acale in expenses. In a March
26, 2003 letter to the U.8. Becurities and Exchange Commission, Representative Beker called for an
analysis of whether the rule should be updatad in light of changes in fund distribution practices.
Additionally, New York Attorney General Eliot Spitzer is forcing mutua! fund companies to lower their
fees as part of settlement cases. For instance, Allisnce Capital Management agreed to cut fees by 20% and
freeze them for five years. -

? Compensetion of broker-dealers and related expenses include payments tc broker-deslers for sale of fund
shares; reimbursements to the fund’s distributor for financing charges arising from advences made to
broker-dealers for the sale of fund shares; and compensation of in-house personnel. Administrative
expenses include compensation ta third parties for record keeping and other services provided to current
fund shareholders. Advertising and other sales-promotion activities include expenses for the printing and
' mailing of prospectuses and sales materials to progpective investors. Bee “Bsckground Information Ab0ut
12b.1 Fees”, Investment Company Institute Mutug] Fund Connactions, February 2003,
4 Jain and Wu (2000) find that funds that advemse receive significantly higher inflows of cash than funds
that do not advertise,
STt is well documented that there are econcmies of scale in mutuel fund fees at the fund level and the fund
-complex level. See Latzko (1959), Dermine and Roller (1992), Baumol (1982), Collins and Mack (1997),
and Wang (2002).
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asset growth is successful, this should translate into 2 lower expense ratio and higher
expected net returns, all other things equal ®

Additionally, 12b-1 fee incentives potentially lead to a steady inflow of cash,
reducing the volatility of fund deposit and redemption flows. Lower flow volatility may
reduce the liquidity costs to the fund’s shareholders, increasing expected returns. With -

. low flow volatility, a fund can hold less cash and invest a larger percentage of its assets
into higher yielding securities. Purthermore, such funds incur lower transactions costs
associated with unexpected flows.

- The debate over 12b-] plans stems from a lack of clear evidence démoﬁstfating‘
that shareholders actually do obtain benefits from the hypothesized asset growth and
reduced flow volatility. The use of fund assets to market the fund leads to an inherent
conflict of interest between fund advisers and shareholders. Fund advisers earn fees
based on assets under management. Asset growth increases the fees collected by the
adviser. Thus, while current shareholders incur the costs to grow the fund, it may be that
the adviser is the primary beneficiary of the resulting prowth.- '

- “This paper addresses whether shareholders do, in fact, reap the benefits of 12b-1
plans. Prior studies have provided evidence that shareholders are not receiving sufficient
benefits from expense scale economies to offset the 12b-1 fee.” In fact most of the
studies show that expense ratios are higher for funds with 12b-1 fees by almost the entire
amount of the fee. This study confirms these results using a more recent dataset.
Moreover, it extends the analysis to the effect of 12b-1 plans on asset growth and flow
volatility. The results show that 12b-1 funds do experience higher annuel net inflows
than comparable non-12b-1 funds. However, it would take decades of sustained growth
at typical 12b-1 fund growth rates for a fund to be able to achieve sufficient scale
economies to offset 12b-1 fees. Finally, there is no evidence that funds with 12b-1 plans
have lower deposit and redemption flow volatility, lower cash balances or higher returns.

In all, the evidence demonstrates that 12b-1 plans are successful at attaining faster
asset growth; however, shareholders do not obtain any of the benefits from the asset
growth. This result validates the concemns raised by opponents of 12b-1 plans about the
conflicts of interest created by these plans.

The above analysis demonstrates that the original justifications for 12b-1 plans
are not valid. However, current proponents of 12b-1 plans provide a different

§ However, thers is some cvidence thet funds may also experience diseconomies of scale. The
diseconomies appear in higher transactions costs from larger position gizes and fewer profitable investment
ideas as the fund grows. See e.g, Percld and Salomon (1991) and Chen, Hong, Hueng end Kubik (2003).

? For example, see Ferris and Chance (1987), Trecinke end Zweig (1950), Chance and Ferris (1991),
McLeod and Malhotra (1994), Collins and Mack (1997), Malhotre and McLecd (1997), and Dellve and
Olson (1998).
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justification. They maintain that 12b1 plans allow funds to offer alternative ways for
investors to pay for distribution. Most funds with 12b-1 fees offer different “classes” of a
fund portfolio that have unique fee structures.’ An investor with a short expected holding
period might find it more beneficial to invest in Class C shares in which there isno
upfront fee, but high annual fees. Alternatively, a long-term investor would earn higher

~ holding period returns by investing in Class A shares, which charge a large up-front fee
and then small annual fees.’

There are several differences between loads and 12b-1 fees that make 12b-1 plans
an inappropriate means for investors to pay load fees. First, there is a significant
difference in the leve! of transparency between loads and 12b-1 fees. The load charge is
clearly stated on the confirmation statement that the investor receives from his broker.
Alternatively, the investor is never explicitly told the total amount of 12b-1 fees that he
has paid, annually or in aggregate. As shown in Barber, Odean and Zheng (2002),
investors are significantly less sensitive to operating expenses that are hidden in volatile
returns than they are to “salient in-your-face expenses.”' Thus investors may not choose -

the class that maximizes their expected holding period returns because of their different
~ perceptions of the fees.

Second, 12b-1 plans provide investors with less control over the amount that they
ultimately pay for distribution than loads. Loads are & fixed amount charged at the
account level, and each investor pays only for his costs. On the other hand, 12b-1 fees
are charged annually at the fund level, and investors may pay for other investors’ costs.
Because 12b-1 fees are charged for as long as the investors stays in the fund, the
aggregate amount that investors pay increases as their holding period increases and
typically as their asset levels rise. ' Additionally, because the fees are deducted at the
fund level, some investors subsidize the costs of other investors. For example, small

-accounts typically cost more, as a percent of the account size, than large accounts. Yet
~ both investors with small account and with large accounts pay the same percent.

! The typical structure for 2 multiple class fund includes A, B and C class shares, zlong with en occasiona)

"~ institutional or retirement class. Class A shares often include a high front-end load with a nominsl 12b-1
fae. Class B shares have & contingent deferred sales load, plus a large 12b-1 fee. The load decresses with
each year in which the investor continues in the fund, until sventually decreasing 0 zero, typically about 6
years from purchase date. After about 8 years, Class B shares convert to Class A shares, reducing the 12b-

"1.fee to Class A levels. Class C shares usually have a large 12b-] fee and a small contingent deferred sales
load (1%) that is eliminated after a l-yesr holding period.
¥ Collins (2004) shows that investors can eam different holding period returns by investing in different
share classes. An investor can choose a class such that the fees are paid in the way that maximizes her
expected holding period retumn.
1° Barber, Odean and Zheng (2002), p. 2.

' Rule 12b-1 provides that funds can charge & dollar amount of fund assets to cover markctlng and
distribution costs, These fees arc disclosed s a percentage of assets. In reality, the percent charged
remains fairly stable through time, even as the asset levels change.

114 F. &2
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Finally, conﬂncts of interest between fund advisers and shareholders that do. not
exist for loads exist under 12b-1 plans. Almost all share classes charge some 12b-1 fee
Given the lack of evidence that these fees benefit shareholders in any other way, one has
to'question whether the level of 12b-1 fees are in the best interest of shareholders. The -
opacity of the fees makes it difficult for shareholders to monitor this conflict themselves. .

Il.  Background on 12b-1 plans

The Investment Company Act of 1940 bans the use of fund assets to pay for fund
distribution. In the late 1970, however, the fund industry was experiencing a significant
and consistent outflow of cash from its funds. The investors that remained in the funds
were paying increasingly higher expenses, as the fixed costs of the funds were spread
over ever fewer shareholders. The industry asked the SEC to allow advisers to use‘fund
assets to pay for distribution costs. This would ellow funds to compete on a more level
playing field with other investment producis that did not charge upfront loads, leading to

~ anet cash flow into funds and scale economies for shareholders.'* The SEC adopted
Rule 12b-1 in October 1980." :

Rule 12b-1 permits funds to bear distribution expenses provided that they are
properly disclosed and regulated. Plans designed pursuant to the guidelines in Rule 12b-
1 allow mutual funds to deduot an annual fee from net assets, a portion of which is paid
to brokers to compensate for distribution costs.”® This annual fee is included in the
reported expense ratio,'” thus initially increasing the expense ratio of the fund when a
~ plan is implemented. Although originally meant as a short-term solution to the high level
. of net redemptions in 1970°s, 12b-1 fees now play an integral role in the distribution of 2
majority of fund portfolios. Indeed, the entire class system of funds is built arcund the
12b-1 fee. Under the directives of Rule 12b-1, the fund’s board is obligated to regularly
~ reevaluate the benefits of the plan to the fund shareholders. Should the board deem thata
12b-1 plan is no longer appropriate for its shareholders, the class system of the fund
portfolio, if applicable, would need to be reorgamzed

1 For & detailed discussion Rule 12b-1 and the events leading up to its adoption, see, “Protecting Investors:
A Half Cenrury of Investment Company Regulation™; Division of Investment Management, United States
Securities and Exchange Commission, May 1992, v ‘

¥ Investment Company Act Release No. 11414, 45 FR 73898.

' A typical arrangement between a fund adviser and s broker provides for the broker to be compensated
with an initial sales charge and an annual commission as a percentage of assets invested through the broker.
Brokers are compensated for the ssle of Class A and B shares through a high initial sales commission and &
small (usually 0.25%) annual commission paid for by a 12b-1 plan. Clasg C shares often provide for a
small initisl commission of sbout 1% and an annual commission of 1% paid for by & 12b-1 plan. Sec
O’Nesl! (1999)-for-a detailed discussion of the incentives provided to brokers from 12b-1 plans.

* . 'S The expense ratio of a fund includes three components: an advisory fee; administrative fees, such-as
legal and accounting costs; and 12b-1 fees. For multiple class shares, the advisory fee is always the same
across classes. Administrative fees and 12b-1 fees can differ across classes, although the administrative fee
is very often the seme,
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Are 12b-1 plans in the best interests of shareholders? As noted above, the
original justification for 12b-] plans was these fees encourage brokers to market the fund,
resulting in increased assets under management and generating subsequent economies of
scale redounding to the benefit of investors. The hope is that the lower cost of fund
management (on a per dollar basis) associated with the scale economies eventually
offsets the cost of the 12b-1 plan. Additionally, proponents maintain that 12b-1 plans
lead to more stable inflows to the fund, reducing the fund’s need to maintain a high cash
‘balance to manage its liquidity requirements from net redemptior_)s.“ This would allow
the fund to invest more assets into higher yiclding securities, increasing gross retiurns,'’
Furthermore, lower flow volatility decreases the fund’s total cost of providing liquidity to

its shareholders through lower transactions costs. |

This study empirically tests whether; and to what extent, the benefits of 12b-1
plans actually accrue to shareholders by examining cross-sectionally the relation between
12b-1 plans and fund flows, expense ratios and returns. Others have studied the impact
of 12b-1 fees on expenses and have consistently shown that 12b-1 fees only serve to
increase expenses.’® This study adds to our understanding of the impact of 12b-1 fees on
shareholders in two ways. First, a more recent dataset is used, The most recent data
employed in the previous studies is from 1994. This sample runs from 1997 through
2002. Given the short history of 12b-1 plans, updating the data is important to ensure
that prior results are not specific to the time period studied.

‘ Second, the analysis is extended to examine the relation between 12b-1 plans and

~ fund flows. Prior evidence on the link between 12b-1 plans and fund flows is mixed.

- Trzcinka and Zweig (1990) and Chance and Ferris (1991) find no relation between 12b-1

~ plans and faster asset growth. As will be discussed later in the paper, this result may be
driven by their measure of asset growth. Nanda, Wang and Zheng (2003) and Barber,
Odean and Zheng (2002) find that multiple class funds and 12b-1 funds, respectively,
grow more quickly than single class and non-12b-1 funds. The results from this study are
consistent with latter two papers. Additionally, prior studies have largely ignored the
possible benefits of 12b-1 plans from lower flow volatility,?

1¢ See Edelen (1999) for an analysis of the cost to fund shareholders of providing liquidity.

7 However, this relation between cash and gross retumns may 6o longer hold. In recent years, fund
managers have been less concerned about maintaining high cash balsnces because they can now easily
enter into futures contracts on an index of interest and earn similar returns to the invested assets.

¥ gee supranote 7. : ,

' Trzcinka and Zweig (1990) recognize this potential benefit, but test it only indirectly through retumns.

1
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lll. Data

The funddata for January 1997 through December 2002 are obtained from the
~ Momingstar Principia monthly discs.’ This sample includes approximately 20,000 fund
portfolio years. All funds with missing observations for expense ratio and portfolio
objective are excluded. Years in which a fund was closed to new investment are also
eliminated, since that affects fund flows in a manner unrelated to 12b-1 plans.

Many fund portfolios contain multiple classes of shares that differ only in
distribution method, which affects costs and net returns for each class. This study
addresses the effect of 12b-1 fees on flows, expenses and returns, Since 12b-1 fees differ
for each class, it may secem logical to evaluate each class separately. However, it's the
aggregate impact on portfolio assets that lead to economies of scale, cash levels, liquidity
costs and returns. ' Therefore, asset-weighted average values are calculated for the
expense ratio, 12b-1 fees, loads and annual returns for the fund portfolio. All of the tests
will be conducted at the portfolio level using asset-weighted average values for multiple
class portfolios. '

The funds are divided into categories based on the portfolio objective stated in
their prospectus. “Bond funds” include municipal, convertible, corporate, multisector,
and government funds. “Hybrid funds” include asset allocation and balanced funds.
“Equity funds” include growth, growth and income, income, equity income, aggressive -
equity, and small company funds. “Foreign funds” include foreign bond fundsand

foreign equity funds. “Specialty funds” include all funds with a stated specialty
investment objective.

Table 1 provides some descriptive statistics for funds with and without 12b-1
plans.?2 12b-] funds are of similar size, but are older, on average, with significantly

2 The Morningstar discs do not contain information on dead funds, creating & survivor bias in the dats,

The Office of Ecoromic Analysis has reconstructed the Morningstar database to include funds thet are
merged, liquidated or have changed names to greatly reduce this bias.

¥ For instance, consider a portfolio with a typical class structure as described in footnote 8. Let's assume
thet Class A comprises 70% of the portfollo, Class B comprises 20% and Class C comprises 10%. Class B
and C have a 1% 12b-1 fee and Class A has & .25% 12b-1 fee, If 12b-1-fees increase inflows to the fund,
then Class B and C shares should have large positive inflows and Class A shares should-heve small positive
inflows, ag compared to similar non-12b-] funds. However, Class B and C are & smaller proportion of the
total portfolio assets, muting the affects of 12b-1 fees. The relation between 12b-1 fees and economies of
scale would be distorted when compared to & fund with a 1% 12b-1 fee thet comprises 100% of the
?on‘folio assets, _

? Funds may adopt 12b-1 plans without actually charging any fees. The 12b-1 fee reported by Momingstar
is the maximum 12b-1 fee that the fund is allowed to charge based on its prospectus, not the actual fee.

The reported expense ratio contzins only the actual 12b-1 fee,
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higher expense ratios than non=12b-1 funds.” Remarkably, the average expense ratio
for 12b-1 funds exceeds that of non-12b-1 funds by more than the average 12b-1 fee.
Since fund expenses include 12b-1 fees, these results suggest that 12b-1 fees; on averag_e,
do not reduce fund expenses, even after deducting the 12b-1 fees. % Although this table
provides only unconditional means that do not control for various cross-sectional
differences in funds, these numbers offer a first glimpse at a result that will be 2ddressed
more rigorously in the next section, : ' '

IV. Measuring Scale Economies for 12b-1 Funds

_ Proponents of 12b-1 plans contend that the 12b-1 fees provide incentives to
“brokers to aggressively market the fund, leading to faster asset growth than if the fund
had no 12b-1 plan and, ultimately, to economies of scale in expenses.”® This paper first
v addresses whether funds with 12b-1 plans do, in fact, grow faster than funds without 12b-
- 1 plans. ' '

2._12b-1 Plans and Fund Flows

Consistent with Sirri and Tufano (1998), net fund flows are calculated as the
percent change in monthly assets not attributable to returns on the portfolio securities, as
depicted in the following equation: '

TNA,, ~TNA,, *(1+R,,)
TNA

Flow,, =
. 1=}

where FLOW,, is the monthly net flows into fund i on day t, TNA;, is fund i's total net
asset on day t and R;; is the net monthly return to fund i on day t.  As in Sirri and Tufano
(1998), the top and bottom 1% of the flow values are eliminated to account for data errors
"and fund mergers 2

The model used in this paper to explain net fund flows is as follows:
Flow, =a+ p, *12b-1Fee,, + B, ® AnnualNet Re furn,_; + ﬁ,‘ * ExpenseRat lo, ., +

‘ , -
- B, * FrontLoad ,, + B, * BackLoad ,, + B, * Assets , + By * Age,, + 2. B, * Investment Objective
i=t

2 Por purposes of this study, 12b-1 funds are defined as fund portfolios for which ¢ 12b-1 plan hes been
adopted. Asdiscussed later in the peper, the analysis is conducted at the fund portfolio level, not the fund
class level.
% por funds with no 12b-1 plan, the share distribution costs are paid for directly by the adviser and thus not
included in the expense ratio. : A
38 However, it is unclear why en investor would prefer ta pay exta annual expenses to help 2 small fund
grow when she could simply invest in a larger fund that has already attained scale sconomies.

Most of the data errors in net assets are due to 2 decimal being shifted by one place in either direction,
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where Flowy, is the net flow for fund i in yeart, 12b-1 fee, Annual Net Retumn, EXpense
Ratio, Front Load, and Back Load are the asset-weighted averages for fund i’s portfolio
in year t, (Annual Net Return and Expense Ratio are the prior year's values), Assets and
Age are for the fund portfolio”’, and Investment Objective is an indicator variable for
each of the objectives explained above. ?*

The model includes control variables thought to affect fund flows, other than 12b-
1 fees. A high return or low expense ratio last year may attract more investors this year,
Portfolio asset size and age are included to control for how well known the fund may be
to investors. Finally, since many 12b-1 funds also have front and deferred loads, these
variables are included to control for the impact of loads on flows not due to 12b-1 fees.

" The expected relation between flows and loads is ambiguous, On one hand, if brokers -
steer investors towards funds with higher loads, then we would see a positive relation. "
Alternatively, if investors prefer to pay lower loads, all other things equal, then we would
see a negative relation. o | '

Table 2 displays the results of the mode! estimation of the impact of 12b-1 feeson
annual percentage flows. The results indicate that larger funds, younger funds and funds
with higher prior year net returns experience higher net flows. Loads are negatively
related to flows, although the relation is statistically weak. Finally, consistent with the
above line of reasoning, funds with 12b-1 plans obtain significantly higher annual net
flows than do funds without 12b-1 plans. Fund portfolios with a weighted-average 12b-1

fee of 0.34% had 4% higher flows than similar non-12b-1 funds.***° This is significant
considering that the average net flow is 8% annually. Funds with 12b-1 fees thus have
grown more quickly than funds with no 12b-1 fees. This result provides an impetus to

further investigate whether 12b-1 funds have the ability to earn sufficient scale '
economies from this growth to offset their 12b-1 fees, and where the average 12b-1 fund
is in this process.

Trzeinka and Zweig (1990) and Chance and Ferris (1991) also test for a relation
between 12b-1 plans and asset growth during the period 1984 through 1988. Neither
finds a significant relation, counter to the results in this and other studies. Several factors

27 {1 other words, the asset value is the sum of the assets in the different classes within the portfolio and age
is the age of the oldest class within the portfolio.

3 A} of the regression models in this study are estimated separately by year and for the entire period, The
yearly regressions indicate the stability of the relations through time. The “All Years™ estimation shows the -
central tendencies of the relations that may nct appear in any given yeer.
® The 4% is calculated as the average 12b-1 fee (0.34) times the coeflicient on 12b-1 fee (11.98) from the
“All Years” model in Table 2. _ '

% The 4% finding Is consistent with results found by Nanda, Wang and Zheng (2003). They examine
changes in cash flows upon adoption of 2 multiple-class structure. (There is likely & significant overiap

- between the multiple-class distinction and the 12b-1 distinction). They find that cash flows increase by
about 4% annually after adoption. :

10
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could account for this disparate outcome. First, the results could reflect differences in the
time periods studied. It is possible that the relation between 12b-1 plans and fund flows
have changed. Second, the different result could arise from the different method used to
calculate asset growth. Both previous studies measure asset growth as the percent change
in net assets from one year to the next. This value incorporates changes in assets both
from investment returns and from purchase and redemptibn flows. The method used in
this study nets out the affect of returns on the change in assets to focus the measure on
changes in fund flows. The different calculation method could lead to the dissimilar
outcome in two ways. Netting out the effect of volatile returns on asset growth likely

- reduces the volatility of the asset growth measure. The lower volatility may increase the
ability of the mode! estimation to detect a significant relation, if one exists. Furthermore,
if 12b-1 plans affect returns in the opposite direction that they effect fund flows, the two -
opposing forces will offset each other, leading to a result of no significant relation.

b. 12b-1 Plans and Economies of ch!é

The relation between average expenses and asset size is concave, That is, when
funds are very small, even small additions to assets are likely to provide large reductions
- in expenses per dollar invested. However, as funds grow, each additional dollar of assets
 lowers expenses less than the dollar before. At some point, expenses will change very .
little with each dollar growth in assets, Given the decreasing returns to scale, a relevant
- question is whether funds have the ability to generate sufficient scale economies to offset
12b-1 fees. ' '

To determine whether a fund can attain a size such that economies of scale offset

“the 12b-1 fee, expense ratios for 12b-1 and non-12b-1 funds of similar size and
investment objective are compared.®' Portfolio objective and size are chosen since they
likely have the largest impact on the expense ratio of the fund. For instance, the average
large bond fund almost certainly has a lower expense ratio than the average small foreign
equity fund, all else equal. To do the comparison, the funds are first sorted based on each
fund’s investment objective as defined in the data section. Then the funds within each

“investment objective are sorted into size quintiles. Finally, the funds within each
‘investment objective and size quintile are separated based on whether they were 12b-1
funds or not. If the largest 12b-1 funds have higher expense ratios than the smallest non-
12b-1 funds, then one can conclude that scale economies sufficient to offset 12b-1 fees
are not feasible. ‘

Table 3 shows the results of this analysis. For all investment objectives, both
12b-1 and non-12b-1 funds exhibit economies of scale in expenses. As the funds get

*! The use of fund expense ratios to estimate scale economies implicitly assumes that any scale econamies
received by the fund adviser are passed onto fund shareholders.

11
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larger, the expense per dollar invested decreases. For 12b-1 funds, the scale economies
are not produced by a reduction in the 12b-1 fee. In fact, 12b-1 fees change very little as
funds get larger, as is evidenced in the last column of Table 3. Therefore, the scale
economlies must originate in the fund management portion of the expense ratio. A key
question is whether 12b-1 funds can generate enough economies of scale in fund
management expenses to offset the 12b-1 fee.

To answer this question, it is necessary to compare the expense ratio of the
smallest non-12b-1 fund to the largest 12b-1 fund within each investment objective. If
the largest 12b-1 funds have expense ratios that are lower than the smallest non-12b-1 -
funds, then one could conclude that it is possible for a fund to achieve sufficient scale
economies to offset the 12b-1 fee. This does not appear to be the case for bond funds.
Panel A of Table 3 shows that the average expense ratio for the largest size quintile of
12b-1 funds is significantly larger than that of the smallest size quintile of non-12b-1
funds. Bond funds apparently are not able to generate sufficient economies of scale to

~ offset the 12b-1 fees. This is not surprising since bond funds already have the lowest
~ averege expense ratio of any objective. Stgmﬁcant scale economxes will be harder o
produce for these funds. '

For the other investment objectives, the magnitude of expenses for the largest
12b-1 funds is roughly similar to or smaller than the expenses of the smallest non-12b-1
fund. Consequently, these funds seem able to grow large enough to offset the 12b-1 fees;
however, they have to grow several thousand times larger than comparable non-12b-1
funds to achieve the sufficient scale economies just to offset the fee. With additional net
flows of only 4% of assets per year, it would take the average 12b-1 specialty fund 24
yéars to attain a size where expense ratio is of comparable magnitude with the average

* specialty non-12b-1 fund. It would take the average equity fund 62 years, the average
hybrid fund 68 years and the average foreign fund 111 years to generate sufficient scale
economies. Given that shareholders average holding period is only 7 years, most of the
shareholders that paid the extra fee to facilitate the fund growth will never recoup those
costs.*? It should be noted that it obviously is not possible for all 12b-1 funds to -

~ experience such growth. If 12b-1 plans are not meant to, or are not successful at,
attracting new money into mutual funds, then they merely serve to shift existing money
among the funds.

Our above estimates of the number of years it would take the average 12b-1 fund
to grow sufficiently assume that non-12b-1 funds would not grow at all. However, over
the years examined .in this study, non-12b-1 funds have had positive annual flows of

_approximately 4%. If a non-12b-1 fund was able to grow without a 12b-1 plan such that

 Siri and Tufano (1998) cite that the average mutuzl fund shereholder’s bolding period is 7 years.

12
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it moved from the first to the second size quintile, the fund's shareholders would be
significantly better off, on average, than if the fund had instituted a 12b-1 plan and
moved into the largest size quintile.*’ This is true for all investment objectives.

The logical conclusion of this analysis is that, although it is theoretically possi‘ble
for most types of funds to generate scale economies through asset growth to offset 12b.1
fees, it is not an efficient use of resources. First, it is not possible for all 12b-1 funds to
grow sufficiently, leaving many shareholders paying higher fees into funds that will
never attain an adequate size. Second, it only is possible for the small subset of funds
that are in the smallest size quintile at the time that they institute the 12b-1 plan. Finally,
any given fund will likely not attain an adequate size within any one investor’s typical
holding period and, for some types of funds, within an investor’s lifetime. The above
discussion highlights the difficulty of using 12b-1 plans to grow the assets of a fund to

* earn scale economies in expense ratios sufficient to offset the fee. o

The next part of the analysis examines the relation between 12b-1 fees and
expense ratios. ' | ' - _

~ The model of expense ratio used in this paper is as follows;

ExpenseRatio,, = a + B, *12b-1Fee,, + B, * FlowVolattlity,, + B, * Turnover , + B, * Cash,,_, +

- By * Fromload,, + B, * Backload , + 5, * Assets,, + B, * Age,; + ,i., B, ¥ Investment Objective |,

where Expense Ratio, 12b-1 fee, Front Load, Back Load, Assets, Age and Investment

Objective are as described in the flow equation. Flow volatility is the standard deviation -

of monthly net flows for fund i in year t, tunover is the annual turnover, and cash is last
~ year's end-of-year cash balance for fund portfolio i.

This model is very similar to the typical models used in the prior studies that test
whether 12b-1 plans lead to sufficient scale economies from asset growth to offset the
fee. The problem with this model is that it includes asset size as an independent variable.
The 12b-1 fee is hypothesized to work through asset size to affect the expense ratio.
Thus including asset size in the model controls for the relation between 12b-1 fees and
expenses that we ere trying to test for. In other words, the coefficient on the 12b-1 fee

9 For instance, in Panel B of Table 3, 2 non-12b-1 fund in quintile 1 has an average size of §16.27 million

~ and an Bverage expense ratio of 1.28%. 1f it were able 1o grow without a 12b-1 plan such that it rpgved
. from quintile 1 to quintile 2, the fund’s expense ratio would fall t 0.95%, on average. This vglu; s
significently lower than if it instituted a 12b-1 plan and were able to grow such that it moved intd quintile

13
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does not capture the effect of 12b-1 fees on expense ratio through asset size. 1 mclude
this model in the paper only as a means of comparison to other work. %

One w_ould expect that funds with highly volatile flows ere likely more expensive
to manage than those with low flow volatility, and actively managed funds as measured
by turnover are likely more expensive than passive funds. Additionally, funds with more

“of their assets in cash may invest less time into portfolio management than funds with
less cash, and are therefore less expensive to manage. Finally, 12b-1 fees should increase
the expense ratio one-for-one, when asset size and the factors are held constant.

Table 4 displays these results. As expected, funds with high flow. volatility and
high turnover have higher expense ratios. Additionally, funds with loads tend to have
higher expense ratios than no-load funds. Finally, consistent with the predictions, funds
with 12b-1 expenses have significantly higher expense ratios than non-12b-1 funds. For
every 100 basis points of 12b-1 fees, expense ratios are higher by 91 basis points, all
other things equa).**

_ The overal] results of this analysis show that shareholders, on average, are not
receiving sufficient scale economy benefits to offset the costs of the plans,
. consistent with the results of prior studies. Thus, shareholders do not benefit from 12b-1
plans through lower ‘expense ratios. Do they receive benefits in the form of hlgher '
‘returns?

V.  12b-1 Plans and Investment Returns

-In addition to the expense scale economies, proponents of 12b-1 plans maintain
that the plans smooth flows for funds, reducing the amount of cash required to handle
unpredictable redemptions and Jowering transactions costs to deal with unexpected flows,
Lower required cash reserves increase the percentage of assets that funds can invest in
higher yielding securities, leading to higher long-run returns. Additionally, lower flow

. % The model is also estimated excluding asset size from the equation. However, it is not clear that thisisan
appropriate solution. We know from the results in Table 3 that asset size significantly impacts expense
ratio. 12b.1 fees are likely 3 very small factor in this relation. Thus excluding asset size from the equation
~ leaves a significant pertion of the expense ratic unexplained. The end result is & severe omitted variables
roblem.
F The coefficient is significantly less than 1. A possible explanation stems from the use of maximum 12b-
1 fees instead of actual 12b-1 fees. If actual 12b-1 fees charged are less than the maximum allowsable, then
the coefficient should be less then 1.
3 The coefficient on 12b-1 fees in the model estimsted without asset sizc as an independent variable is
0.97, insignificantly different from 1.

14
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volatility reduces transactions costs from unexpected flows not covered by cash on hand.
Ultimately, lower flow volatility generates higher expected returns. >’

 Tracinka and Zweig (1990) also recognized in their study that 12b-1 plans may
stabilize fund flows such that these funds can hold less cash or incur lower transactions
costs, leading to higher gross retums. However, the authors never directly test whether
flows are more stable for 12b-1 funds. They assume it to be true and go to the next step
of testing for lower cash balances and higher gross retums. Yet, the authors also
acknowledge the difficulties in finding a relation between grass returns and 12b-1 plané,
even if one existed. The high volatility of gross returns obscures relations between
relatively stable 12b-1 fees and returns using traditional statistical techniques. Therefore, -
they conclude that finding no relation does not necessary mean that there is no relation.
This highlights the importance of including the intermediary step of testing for a relation
between 12b-1 plans and flow volatility. It provides an insight into whether there may be

a significant relation between gross returns and 12b-1 plans even if one is not found
- directly.

8. 12b-1 Plaps and Flow Volatility

Do 12b-1 plans reduce flow volatility? Flow volatility s modeled as follows:

FlowYolati lity,, = @ + B, *12b~1Fee,, + B, * FrontLoad ,, + f, * BackLoad ,, + B, * Assets , +

' §
Bs *Age,, + 2 B, * Investment Objective
. e

It can be expected that loads reduce flow volatility to the fund since active trading in load
funds is expensive and thus not likely to be done often. Additionally, it is likely that
smaller funds will have higher flow volatility since even small dollar inflows and

" outflows will be a larger percent of a small fund. - The direction of the relation between
age and flow volatility is unclear, ex-ante. Younger funds may have higher flow
volatility since it may take some time for a fund to develop a loyal, long-term shareholder
base, although this is just speculation. -

Table 5 displays the results of the estimation of a flow volatility model. As_
predicted, larger funds, older funds, and funds with loads experience lower flow
volatility.®® Moreover, there is weak evidence that 12b-1 fees actually increase flow

3 Our hypothesis is that lower flow volatility decreases the dollar transactions costs incurred by funds.
1deslly, to test this hypothesis, we would examine the relation between flow volatility and transactions
costs, However, transactions costs are not disclosed by funds, but are incorporated into asset prices.
Therefore, lower transzotions costs should be revealed through higher gross returns.

% Other than compensation for brokers, loads may serve to reduce liquidity costs as well. Since active
trading in load funds can be expensive, sharcholders in Ioad funds tand to be longer-term investors
(Chordia (1996)). Class A shareholders will only find it berieficial to pey high up front costs and lower
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volatility, The coefficient on 12b-1 fee is positive in all years and significant for three of
the six years, These results indicate that 12b-1 plans are not successful in stabilizing fund
flows and may, in fact, destabilize flows. Since there is some evidence showing that flow
volatility is higher for 12b-1 funds, then these funds should have higher cash balances
and/or lower gross returns as well,

b, J2b-1 Plans gnd Cash-Og-ﬁ;gd
To examine cash-on-hand, cash is modeled as follows.?®

Cash Balance,  =a + f§,*12b ~1Fee, + B, * AmualFlows,, + B, * Turnaver,, +

1 '
Bs * Frontload , + f, * Backload , + P, * Assets,, + f, * Age,, + 3 B, ¥ Investment Objective,
e '

Higher net flows and higher turnover should lead to more cash-on-hand, Additionally,
load funds should keep less cash since they have lower flow volatility, as seen in Table §.
Table 6 shows the results, Consistent with the above presumptions, higher flows and
turnover do lead to higher cash balances. Furthermore, load funds tend to keep less cash-
on-hand. Finally, despite have higher flow volatility, cash balances are not related to |
12b-1 fees, The coefficients on the 12b-1 fee variables are insigniﬁcant in all but one

year and insignificant overall. Trzcinka and Zweig (1990) also find that cash balances do
not differ between 12b-1 and non-12b-1 funds. '

¢._12b-1 Plans and Gross Returns

The final part of the analysis is to examine whether 12b-1 plans affect gross
returns. Based on the previous results of the effoct of 12b-1 fees on flow volatility and
cash balances, 12b-1 funds should exhibit lower gross returns. There is some evidence
that these funds have higher flow volatility but no differences in cash balances. If flow
volatility leads to higher transactions costs, then 12b-1 funds should earn lower gross
refurns,

annual costs if they plan to be in the fund for a long time. Additionally, Class C shareholders should have
short investment horizons since it is only beneficial to pay a high annus! 12b-1 fee and no load over s high
front-end load if the investor plans to be in the fund for a short time. Class B shareholders should eptimaily
have medium investment horizons. However, for multiple share class portfolios, all assets are part of a
pool and as such they share portfollo expenses including transactions costs. Shareholders of all classes
‘share all transaction costs generated from active traders in class C shares. Class A (and, 10 a lesser extent,
Class B) sharcholders are potentially subsidizing the liquidity needs of Class C sharehoiders without
realizing that they are. Nanda, Weng and Zheng (2003) find some evidence consistent with this hypothesis,
** Properly modeling end-of-ycar cash balances may be difficult since fund managers may alter cash
balances higher or lower just prior to public disclosure to reflect what the fund managers want the public to
see, This practice is known ss window dressing. : '
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Gross return is calculated as net return plus the annual expense ratio. Gross
returns, net of the mean gross retum to the investment objective, are modeled as follows:

MeanAdjus tedGross Return,, =a + f, *12b-1Fee , + f, S Turnover,, + p,* Frontload , + -
9 ] ’
B, *Backload , + B, * Age,, + } B, * Irvestment Objective,, + tﬁj *Year,,
: . v L) . J™0

A yéar indicator variable in included in the “All Years” model to contro! for the

difference in mean returns: from year to year. 2002 is the year excluded from the model
estlmatlon

The results are shown in Table 7. For the “All Years” model, there is no evidence
of a significant relation between 12b-1 fees and gross returns, consistent with the results
found by Trzcinka and Zweig (1990). However, in the year-by-year analysis the
coefficient on 12b-] fee is negative for 4 of the 6 yéars. Additionally, 1999 seems to be
an anomalous year. The sign of the relation between the independent variables and the
mean-adjusted gross retums are opposite from most of the other years. If the 1999 data is
eliminated from the “All Years” model, the coefficient of —1.30 on the 12b-1 fee becomes
significant.-

Taken as a whole, 12b-1 fees appeer to increase flow volatility and decrease gross
returns. Although these results are not overly strong, it certainly discounts the original
justifications made by 12b-1 plan proponents that 12b-1 plans stabilize fund flows and
increase gross retums. Sharcholders of 12b-1 funds do not obtzin any benefits through

higher gross returns, and may in fact be harmed

d. 12b-1 el Re tio

An alternative hypothesis for effect of 12b-1 plans on flows is that, by providing .
steady inflows of cash, 12b-1 plans reduce the number of times that funds have net
redemptions. Unexpected net redemptions can be costly if the fund manager has to sell
securities to cover the cash outflow. This leads the fund to incur transactions costs.
Also, it potentially takes the asset allocation suboptimally away from the fund manager’s
investment strategy'. ‘Both of these outcomes reduce gross retumns.

A test is conducted to determine whether 12b-1 funds incur smaller net

" redemptions as & percent of assets than non-12b-1 funds. Percent net redemptions are
calculated as the sum of dollar flows in months within a year for which there were net
redemptions, divided by the average assets for the year. The calculation is as follows:

12 ‘
3 MomthlyFlow, , * D, ,

PercentNet Re dem rons, =2
PHOM AverageNeiAssets,,
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D, , =1if MonthlyFiow < 0;

where .
D,, =0{f MonthlyFlow20

The model of pércent' net redemptions is as follows:

PctNetRede mptlon:,, =@+ £, *12b-1Fee,, + B, * AnnualNet Return + 8, * Fronfload,, + ,B4 » BackLoad,,

+ B, * dssets,, + f, * Age,, + Z B, * Imvestment Objective

The model is similar to the ﬂow volatility model, except that this includes the annual
return since there is likely to be fewer redemptions in years whcro returns are higher.

The results are in Table 8. There is little evidence that 12b-1 plans lessen net
redemptions. The only year for which net redemptions is significantly negatively related
to the 12b-1 fee is 2000. Interestingly, that is the same year for which gross retums were
most negative for 12b-1 funds. Furthermore, the interpretation of the coefficient suggests

that redemptions were only lower for 12b-1 funds by 1% of assets for 2000 and an
average of 0.67% annually for all years.** Even if net redemptions are consistently lower

for 12b-1 funds, it does not trans!ate into higher gross returns, as is ev1denced in the
previous section.

VI, Conclusions

If 12b-1 plans constitute a net benefit to investors, the amount of the annual fee
should be recovered through higher net returns. Higher net returns could derive from
either lower expense ratios due to economies of scale or higher gross returns due to the
enhanced capacity of funds to either invest in assets with higher yields or reduce
transactions costs. Overall, the results are inconsistent with this hypothesis. 12b-1 plans
do seem to be successful in growing fund assets, but with no apparent benefits accruing
to the sharcholders of the fund. Although it is hypothetically possible for most types of
funds to generate sufficient scale economies to offset the 12b-1 fee, it is not an efficient
use of shareholder assets. No shareholder will be better off investing in a small 12b-
fund in hopes of helping the fund grow to attain these scale economies.

Furthermore, these higher expenses do not translate into higher gross returns.
Indeed, fund flows may be more volatile and gross returns may be lower for funds with
12b.1 plans. These results highlight the significance of the conflict of interest that 12b-1
plans creste. Fund sdvisers use shareholder money to pay for asset growth from which
the adviser is the primary beneficiary through the collection of higher fees.

4% These numbers are calculated by mulnplymg the average 12b-1 fee (0.34) by the coefficients on the 12b-
lfee variables.
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Table 1
Non-12b-1 Funds vs. 12b-1 Funds Summary Statistics
Non-12b-1 Funds 12b-1 Funds
Mean Median Mean Median
Assets (MMS$)® 764.53 133.80 719.80 159.50
Expense Ratio® 0.91 0.85 1.28 1.19
Age* 9.80 7.00 -11.16 8.00
12b-1 Fee® 0.00 0.00 0.34 0.28
Front Loads® 11% 78%
Contingent Deferred Loads’ 2% 66%
Observations - 7,633 { 11,869

3 Assets are the sum of the assets of all classu withir{ & portfolic.
b Expmse Ratio i the asset value-weighted expense ratio of the share classes wnhm 8 ponfoho
¢ Age is that of the oldest class within the portfolic.
d 12b-1 fee is the asset velue-weighted {2b-1 fee of the share classes within a portfolic,

e Percent of portfolios with & front load. 1f even 1 class within a portfolio has a front load, then the
portfolio is considered to have 2 front load.
f Percent of pontfolios with a deferred load. If even 1 class within & portfolio has  deferred load, then the
portfolio is considered to have a deferred load.
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Table 3 }
Non-12b-1 Funds vs. 12b-1 Funds -
_ Summary Statistics by Size
Bond Funds ‘

Panel A:
- ) Non-12b-1 Bond Funds 12b-1 Bond Funds
Size N Mean Mean | Mean N Mean Mean Mean Mean
: Assets | Expense | Age’ Assets Expense | Age 12b-1
{(MM$)" |- Ratio MM Ratio Fee .
-1 661 2047 0.74* | 7.56 942 22,30 1.05 7.39 0.33
2 539 63.76 068 727 1065 64.10 1,00 8.21 032
3 362 13739 066 898} 1045 136.81 0.93 9.94 029
4 519 305.02 0.60 | 10.21 1087 301.98 098} 11.78 0.29
S 591 1629.90 055 14511 1014 1666.64 0.96* | 1549 0.30
Panel B: Hybrid Funds
Noan-12b-1 BEybrid Funds 11b-1 BHybrid Funds
Size N Mean Mean | Mean N Metn Mean Mean Mean
Assets Expense | Age® Assets Expense | Age' 12b-1
(MMS$)® | Ratio {MM$* Ratic Fee
1 151 16.27 128 748 177 |  18.69 1.69 6.33 - 040
2 148 | 63.27 095 | 9.07 180 63.59 1.48 7.18 0.37
3 102 141.43 0847 8.09] 226 145.52 1.38 9.65 037
4 106 379.50 073 | 1027 222 346.17 1.30 | 16.52 037
S 153 4349.13 051 19.20 175 2971.21 122 | 23.35 0.42

8 Assets are she sum of the essets of all clssses within a portfolio.

b Age is that of the oldest class within the portfolio.

*indicates that the difference between the quintile 1 non-12b-1- fund expense ratio and the quintile 5 12b-1
-fund expense ratio is significant at the 5% level. ' ‘
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Table 3 (continued)
Non-12b-1 Funds vs. 12b-1 Funds —
Summary Stausucs by Size

PN ASEER]

<. 2

Equity Funds :
. Non.12b-1 Equity Funds 12b-1 Equity Funds - ‘
Size N Meen Mean | Mean N Mean Mean Mean Mean
: Assets | Expensc | Age Assets | Expense Agc 12b-1
MMS$)* Ratio MM$) Ratlo Fee -
1 666 18,02 141* | 7.76 604 2025 | 1.68 6.70 0.32
2 613 76.09 1.07 9.15 432 81.53 144 9.03 0.33
3 461 213.16 097 | $.27 809 | 21771} 141 10.68 . 033
4 437 62402 | 089 11.38 834 625.90 1.28 | 1347 0.32
5 482 | 552930 0.69 | 16.53 789 |  4723.45 120* | 23.23 0.38
Panel D: ‘Specialty Funds
Non-12b-1 Specialty Funds 12b-1 Specialty Funds
Size N Mean Meen | Mean N Mesn Mean Mean Mean
Assets | Expense | Age® Assets | Expense | Age® | 12b-1
: (MMS$) Ratio (MMS) Ratio Fee
] 69 17.29 1.76* 7.61 108 16.66 | 198 |- 6.03 0.40
2 - 6§ 60.86 1.22 9.86 112 60.38 1.69 6.56 0.40
3 72 165.69 118 | 9.42 105 |  162.40 159 829 0.44
4 72 40097 1.13 | 16.28 105 35948 | 1.61 9.52 0.54
S 78 2041.88 092 13.15 9% 1549.49 1.43% 17.04 0.45 j
Panel E: Foreign Funds .
Non-12b-1 Foreign Funds 12b-{ Forelgn Funds ]
Size N Mean Mean | Mean N Mean Mean Mean Mean
Assets | Expense | Age® Asgets | Expense | Age® | 12b-)
(MMS$ Ratio {(MMS) Ratio Fee
1 191 14,38 1.64¢ 4.94 326 13.77 222 |- 539 0.42
2 " 188 | 51.38 127 6.41 334 50.60 | 1.83 634 0.38
3 230 118.18 120 681} 29 114.36 1.74 7.77 04!
4 240 285.21 1.08 7.00 280 283.43 1.72 3.27 0.41
5 237 1891.95 099 9.32 283 2711.18 1.50* | 11.50 039 |

a Assets are the sum of the assets of all classes within a portfolio.

b Age is that of the oldest class within the portfolio,

*indicates that the difference betweern the quintile 1 non-12b-1 fund expense ratic and the quintile § 12b-1
" fund expense retio is significant at the 5% level.
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FAGE ol
SEC Info - Aim Sector Funds - N-30D - For 9/30/1

]
Page 1 of :
. !
. . . \
A plan of distzibuti9n pursuant to Rule 12b-1 eof the Act provides <Zor
cempengation of marketing And advertiging ospendituramp to INVEEAGO Distributors,
Inc., ("IDI" or the. "Distributor"), 2 wholly owned subsidiary of IFG, of 0.25% of
annual aversge net assets of Investor Class ghares. A magtér distxibution plan
and - agreemant purovant to Nule lZ2k-1 ©f Lle Aul provides for <financing tha
distribution and gharsholder aervicing of Class C shares of 1.00% per annum of
avorage daily net agdets. A plan of distxibution purevant tc Rule 12b-1 of the
Act provides ror tinancing the distribution and eontinuing personal sharehcldsr
gervicing of Class K shares of 0,458 of annual aversge net 3gsets. Any
unreimbursed expenses IDI incurs with respent #m Tnvestor Clags, Clags C and |
Class X shares in gny fiscal yesar can not be recovered in subsequent years. For

the six months ended Septemser 30, 2091, amounts paid to the Distributer were as

fallawa:

INVESTOR CLABS crAass - |
FRND CLABS c K :
Energy Fund $ 629,117 § 52,849 5 3 !
Financial Services Fund 1,855,141 72,218 - 36 _ :
-Gold Fund 81,322 433 - ! '
Health Sciances Fund 2,187,704/ 64,589 126 X
Leisure Fund 502,001 42,274 - :
Real Estate Opportunity Fund 41,674 6,968 -
Tschnology Fund 3,155,008 31,852 43
Telecommunications Fund 1,874,378 65,980 2
Utilities Fund 274,721 - 12,438 ==

ExrieTT B

http:/fwrww.secinfo.com/dmé X q. 41891 ntm5/28/2004
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-SEC Info - Aim Combination Stock & Bond Funds - N-30D - For 11/30/1 | -Page 1 of !

A plan of distribution pursuant to -Rula 12b-1 of the
compensation nf marketing and advertiaing

Inc. ("IDI” or the "Distributor”),

‘ Act provides for
‘oxpendltures te IWVESCO Distzibulory,
3 wholly ownec subsidiary of IFG, of 0.25% of

hitp://www secinfo.com/dRING. 3e.htm/28/2004
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Jun

PRI P&l P.54

PAGE B3

Page 2 of;

| zv-:s'onT soa: P&ge of 62

Trocfise | erevio

- annual average net assets of Investor Clasz shires
and agreewent pursuant to Rule 12b-1 cf the Act providas
and shareholdsr

~distribution
average daily net assets,

servicing
unraeimbursed expensaes

follows:

"Balsnged Find

Beuity Income Fund
-Tetal Return Fund

of 0.45% of

2901,

annual
IDI incurs with respect to Inveator
"Class K shares in any fiscal year can not be recovered in subsequent years.
the six months ended Novembsr 30,

$1,261,604
4,707,690
1,711,378

http://sww.secinfo.com/dRNG.3e. htmS/28/2004

. A master

5 | Next | Bottom | Just SOth |

dist;ibution plan
far financing  ths

servicing of Class € shares ¢f 1.00% per annum of .
A plan of distribution pursuant te Rule 12b-l of the
Act provides for financing the distribution and coulluuling peraonal
of Class K sharas

] ‘sharenclder
avexage net agsete. Any .
Class, <Class C and

For

zmounte pald to the Distributer were as

CLARS ClLASS

c X

$ 39,268 5 670
54,609 1,691
21533 -
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84
NMFN: IV, MF, AIM Funds Page 1 of ;
of ¢
e | | =
‘fxf Northwestern Mutual : AccEs Yous acsauns. g
FINANCIAL NETWORE® : _ ' oFFicetocatoR (B8 seamcu r
ﬂgéwlggg AhRance guinvesTuent aovisory  Nieanving Jfanour nie Jlcustomer |
‘ DUCTS RdPRODUCTS J4SERVICES BYCENTER  [RNETWORK IRCENTER lc‘“sﬂs .
:f‘mﬂ.*.l'.;{":‘,.?“*:?:"‘-.‘“-',"._‘f';l' n r&-?ﬂx.uu#.'::‘.‘:.-,.--snn..:m:'\.: R PR 1}\.;:: :nc.m‘r."r.‘.‘}in‘-h.m-; S QBRI A e A, S L e i
PRI AL LR LT £ N

s B "\, '
&
A

Mutual Funds
» Ruzselt Mutual Furds

- » The Russell invegtment
Approach

. » Mason Street Funds

» Mason Breet Investment
Appresch

AJM.Funds

Amprican Funds
Frankin® Templaton®
MFS8

Putnam

Ven Kampen

e TRt C

AIM Funds

Founged In 1578, the Houston-basad company now hag more than $164 biuton in asse'tc
under menagetient wid more than 2,700 ampicyees. .

Over the years, such funds as AIM Weingarten Fund. AIM Constellation Fund, and AlM Value
Fund have becoms hausehold words for millions of Investers. AiM funds are seld through
?nam:al ltldviﬂe"m's :ws 8 nﬂzeﬁog of the feompany‘c baliefthat investors can benefit signficantly
rom having the edvice and guidence of a professional who can creste in

meet the Inciviaual needs ofg thelr dlienta. P " nvesiment plens 1o

As 8 membar af the $370 biilion AMVESCAP Group, AIM offers more than 100 Investment
ponfeiios, muttipie Investment management styles, & broadened product range, and g variety
of investnant sarvicas. Managing global portiglics successfully requires Insight inte the -
Intricacies of diffgrant markets, cultuma, and financial systems, and AIM hes sccees o more
than 80 experionced portfollo managers and mere than 100 analysts across the globs, In 3
rapidly expanding glcbal marksiplace, AIM 1s committed to making its maragement experiisa
and products avaiabie worldwide. ‘

AIM Manegement Group Inc. Is the helding company of several subsidiaries thet address
businets oppertunities in domectic and imemational marketplaces, [nvestment management,

distribution, administration, and 2ccount servicing functions ame canied out by the vadeus
cperating subsidiaries listed bslow. _ :

s AlM Agviears, Inc. Is the Investment adviser and adminietratec to more than 50
institutional end retall mutua| funds. It e the holding company for AIM's other opergting
Rithgidigtins, . )

+ AM Capial Managemant, inc. is the Investment edvisor for separately managed

" gocounts, such as carporate and municpal pensicn plang, inguranca sempanies,
charitable Institutions, and private lidividuals,

s AM Distrbutaers, inc,, 8 registered broker-dealer, |s the principal underwritar and -
distributor of the retail mutual funds. _
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s Fund Managemant Company, a regisiared broker-dealer, is the principal distributor of
money markel funds to Institutlnnal olierts

Investment Digaipling

What s an Investment disclpline? At AlM, it means a clearly defined strategy for selecting
securitles, applied consistently across our broad range of funds.

An investment discipline follows @ proven, systemstic im)aatment process, relies on historleal -
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IN THE UNITED STATES DISTRICT COURT
FOR THE SOUTHERN DISTRICT OF TEXAS
HOUSTON DIVISION

STANLEY LIEBER, On Behalf of
INVESCO Balanced Fund/Inv, NVESCO

Core Equity Fund/Inv, INVESCO Dynamics:

Fund/Inv, INVESCO Eneregy Fund/Inv,

 INVESCO European Fund/iny, INVESCO -

Financial Services Fund/Inv, INVESCO
Gold & Precious Metals Fund/Inv,
INVESCO Growth & Income Fund/Inv,
INVESCO Growth Fund/Inv, INVESCO
Health Science Fund/Inv, INVESCO High
Yield Fund/Inv, INVESCO Intemational
Blue Chip Value/Inv, INVESCO

Leisure Fund/Inv, INVESCO Real Estate

Opportunity Fund/Inv, INVESCO S&P 500 :

Index Fund/Inv, INVESCO Select Income

Fund/Inv, INVESCO Tax Free Bond Fund/ :

Inv, INVESCO Technology Fund/Inv,
INVESCO Telecommunications Fund/Inv,
INVESCO Total Return Fund/Inv,
INVESCO US Government Securities
Fund/Inv, INVESCO Utilities Pund/Inv
and INVESCO Value Equity Fund/Inv.

Plaintiff,
-against-
INVESCO FUNDS GROUP INC.,
ET AL.
Defendants,

' AIM SECTOR FUNDS, ET AL.,

Nominal Defendants :
X

MEMORANDUM OF POINTS AND AUTHORITIES IN SUPPORT OF
PLAINTIFF'S OPPOSITION TO DEFENDANTS’ MOTION TO DISMISS

X

Civil Action No. H-03-5744

r.ole
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MEMORANDUM OF POINTS AND AUTHORITIES IN SUPPORT OF
PLAINTIFF’S OPPOSITION TO DEFENDANTS' MOTION TO DISMISS

This action challenges the legitimacy of expenses that defendants have been
charging for marketing and distribution to twenty-three mutual funds that have been
clésed to new investors since April 1, 2002' (the “Closed Funds”). Defendants’ motioxi
to dismiss, or in the alternative, motion for summary judgment should be denied because _
these payments: (i) lack a reasonable relationship to the marketing and distribution needs
of the Closed Funds; (ii) were collected_by defendants‘ subsidiaries and/or sister
companies; and (iii) icannot be sanctioned by .any National Associaﬁénv of- Securities
Dealers (“NASD") rule or notice, including NASD Rule 2830 or NA»SD Notice to
- Members 93-12, where such payments avctually violate defendants® fiduciary obligations
under §36(b) of the Investment Company Act of 1940 (“Investment Company Act”) and
common law.

I PRELIMINARY STATEMENT

! The closed funds at issue are the following: INVESCO Balanced Fund/Inv, INVESCO Core
Equity Fund/Inv, INVESCO Dynamics Fund/Inv, INVESCO Energy Fund/Inv, INVESCO' Europesn
Fund/Inv, INVESCO Financial Services Fund/Inv, INVESCO Gold & Precious: Metals Fund/Inv,
INVESCO Growth & Income Pund/Inv, INVESCO Growth Fund/Inv, INVESCO Health Science Fund/lav,
INVESCO High Yield Fund/Inv, INVESCO International Blue Chip Value/Inv, INVESCO Leisure
Fund/Inv, INVESCO Real Estate Opportunity Fund/Inv, INVESCO S&P 500 Index Fund/Inv, INVESCO
Select Income Fund/nv, INVESCO Tax Free Bond Fund/Inv, INVESCO Technology Fund/Inv,
INVESCO Telecommunications Fund/Inv, INVESCO Total Return Fund/Inv, INVESCO US Government
Securities Fund/Inv, INVESCO Utilities Pund/Inv and INVESCO Value Equity Fund/Inv.
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Section 12b-1(e) of the Investment Company Act requires that directors may
approve & distribution plan pursuanf to § 12b-1 (“12b-1 plan™) only if they conclude:
in light of their fiduciary duties under state law and under sections 36(a) and (b)
of the Act, that there is a reasonable likelihood that the plan will benefit the
company and its shareholders...(emphasis added).
Reéent studies by the SEC have shown, however, that 12b-1 fees — even for funds open to
new investors ~ do not benefit fund shareholders who are charged the 12b-1 fees out of
the fund’s assets indefinitely. See, e.g. The Costs and Benefits to Fund Shareholders of
- 12b-1 Plaﬁs: An Examination of Fund Flow;s, Expenses and Returns, page 2 (Lori Walsh,
Financial Economist, Office of Economic Analysis, U.S. Secﬁrities and Exchange
Commission, April 26, 2004)(see Exhibit A) (“fund shareholders are paying the costs to
grow a fund while the fund advisor is the primary benéﬁciary of the fund’s growth
through the collection of higher fees”). While it very well may be, based on these and
other studies, that charging 12b-1 feés even to open fands is a breach of fiduciary duty
under § 36(b) ahd state law as sef forth in § 12b-1(e), the ongoing assessment of 12b-]
fees to the Closed ?unds is most certainly a violation of § 36(b) and common law
| ﬁduciary duties.

The core of this case, which defendants have conveniently skirted, is that a
mutual] fund advisor cannot continue io charge 12b-1 fees to the Clos‘ed Funds whén such
expenses do not bear a reasonable relationship to the marketiné and distribution services
needs of 2 mutual fund that is no longer marketing to, or accepting investments from,
new investors. Although rules and guidelines created by self-governing agencies such as
thé NASD may offer general guidance to its members regarding the collection of fees and

' expenses, contrary to defendants’ assertion, these rules do not and cannot override the
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force and effect of § 36(b) and common law fiduciary duty obligations of a fund advisor
to only charge expenses that are reasonably related to the needs ‘of the fund.
Accordingly, plaintiff seeks to recover the excessive and unreasonable 125-1 fees that
- defendants have collected, either directly or indirectly via their Subsidiary and/or sister
companies, in violation of their ﬁduciaiy duties uﬁder § 36(b) andAcommon law. Plaintiff

also seeks to enjoin defendants from continuing to charge the Closed Funds unreasonable

12b-1 fees for marketing and dis‘cribution.‘

II. ARGUMENT

"A motion to dismiss under Rule 12(b)(6) is viewed with disfavor and is rarely
granted." Kaiser Aluminum & Chem. Sales, Inc. v. Avondale Shipyards, Inc., ‘677_F.2d»
1045, 1050 (5th Cir.1982). It is well settled that}a complaint should‘not be dismissed
unless it appears to a certainty that the plaintiff can prove no set of facts in support of the
- complaint that would entitle the plaintiff to relief. See McCartney v. First City Bank, 970
F.2d 45, 47 (5th Cir.1992). In determining whether to dismiss a complaint, the court
must accept the factual allegations of the complaint as true, view them in a light most
favorable to the plaintiff, and draw all reasonable inferences in the plaintiff's favor. Indest
v. Freeman Decorating, Inc., 164 F.3d 258, 261 (5th C1r.1999).- A§ will be demonstrated
below, each of the grounds presented by defendants for dismissing plaintiff’s first
amended complaint (the “complaint”) is without merit and therefore defendants’ motion
should be denied.

: A. Defendantsilnvesco Fund Group and AIM Advisors, Inc. Are

“Recipients” Under § 36(b) because the improper 12b-1 fees were
collected by their subsidiaries and/or sister companies
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The complaint names as defendants, among others, Invesco Fund Group (“IFG”)
and AIM Advisors, Inc. (“AIM Advisors”), the advisors to the Closed Funds, Regardless
of whether these advisors collected the improper 12b-1 fees directly, théy are appropriate
defendants under a § 36(b) for the allegedly excessive 12b-1 fees collected through their

affiliates. § 36(b) states that:

the investment adviser of a registered investment company shall be deefned to
have a fiduciary duty with respect to the receipt of compensation for services, or
of payments of a material nature, paid by such registered investment company, or
by the security holders thereof, to such investment adviser or any affiliated
person of such investment adviser. (emphasis added). :
- Thus, § 36(b) expressly imposes a fiduciary duty upon an investment edvisor with respect
to fees and expenses received either by the adviser or an “affiliated person of such

investment advisor.”

The improper 12b-1 fees alleged in the complaint, were, upon information and
belief, received by Invesco Distributors, Inc. (“IDI”), the previous distributor of the
Closed Funds, snd AIM Distributors, Inc. (“ADI"), the current distributor of the Closed
Funds - affiliates of IFG and AIM Advisors, re‘spectively.3 As such, these entities are
“afﬁliated persons” of IFG and AIM Advisors, respectively, within the meaning of §
36(b), which defines “affiliated persons™ as “any person directly or indirectly controlling,

controlled by, or under common control with such other person...” 15 U.S.C. § 80e-

2@)(3)(C).

2 In fact, just as § 36(b) imposes a fiduciary duty on the adviser for payments received by the

advisor and any affiliated persons, so too have courts considered both the administrative costs incurred by
the adviser and the adviser's affiliates to determine the adviser's § 36(b) liability. See Gariemberg v.
Merrill Lynch Asset Managemens, Inc., 694 F.2d 923, 931 (2d Cir. 1982) (because manager and broker
effiliate were divisions of one economic unit, costs incurred by affiliate may be used to calculete manager's
net profits for § 36(b) liability considerations).

’ ID1 is a wholly-owned subsidiary of IFG. (See Exhibit B). Also, ADI and AIM Advisors are sister
companies under the common control of AIM Managemen! Group Inc. (See Exhibit C)

5
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Thus, even if defendants’ assertion that the IFG and AIM Advisors d,i‘dvnot »colle.ct

12b-1 fees directly from the Closéd Funds is true, defendants IFG and AIM Advisors

“have breachgd their § 36(b) ﬁ&uciary duties with respect to iraproper 12b-1 fees collected
through their affiliates IDI and ADI. Defendants’ position that § 36Cb)(3)'impoées
| liability upon an advisor only when the improper compensation or fees are received
directly by the advisor, but absolves the advisor from liability when such c‘ompensation

or fees are collected through an affiliate, squarely contradicts § 36('b) which imiyoses

liability on an adviser for improper compénsation- collected through the adviser’s

affiliates. The correct interpretation of the “recipient” requirement of § 36(b)(3),

therefore, must include an advisor that collected improper payments either itself or

through an affiliate as defined under § 36(b).*

Accordingly, defendants IFG and Aim Advisors had a fiduciary duty with respect
to the improper 12b-1 fees that were collected through their affiliate distributors IDI and
ADI. Consequently, IFG and Aim Advisors were properly named as defendants and are

considered “recipients” under § 36(b).’

- B. The 12b-1 Fees Charged By Defendants Lack A Reasonable Relationship
to the Marketing and Distribution Services Rendered to the Closed Funds

‘At the pleading stage, all that is required of plaintiff is to plead facts which, if

proven true, would support the claim that the 12b-1 fees for marketing and distribution

4 The “recipient” requirement of § 36(b)(3) excludes, however, those that did not directly receive

compensation and whose affiliates did not receive compensation.

5 In light of the affidavits submitted with defendants’ Motion Dismiss (See Exhibit C attached
thereto) claiming that the advisors did not directly teceive 12b-1 fees from the Closed Funds but rather it
appears that distributors IDI and ADI received such 12b-] fees, both IDI and ADI have their gwn fiduciary
duty directly to the Closed Funds, and are therefore themselves proper defendants under § 36(b). As such,
plaintiff respectfully requests permission to amend the complaint to add distributors ID] and ADI as
defendants in this action,
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charged to the Closed Funds bear no reasonable relationship to the services rendered. See
eg S’traugé v. Bea Assoc., 2000 WL 45714, *7 (SD.N.Y.) (not required to plead detail -
to make a determination with respect to the six Gartenberg factors - sufficient to ple.ad_
facts to support claim that fees bear no reasonable relationship to services rendered). In .
this case, plaintiff has met his burden bf pleading that défendants continue to charge thé
Closed Funds 12b-1 fees for markéﬁng and dis&ibutibn when such funds are apparently
no longer engaged in marketing and distribution.

The complaint alleges with as much detail as defendants’ limited financial
discl.osures would allow, that defendants continue to charge the Closed Funds 12.b-1. fees
B for marketing and distribution despite the fact that the Closed Funds are, and have been,
| closed to new investors for over two years. (See, e.g., Complaint Y 18-22). Moreover,b it

appears that defendants continue to charge the 12b-1 fees to tl"xe Closed Funds at the same
rate as when the funds were open to new inveétors and were engaged in soliciting new
investors,” As previously stated, the SEC has questioned the reasonableness of charging

12b-1 fees even to open funds (See Exhibit A). Certainly, in this case where the entire

 justification of charging 12b-1 fees - passing the benefits of economies of scale of 2 -

larger fund to shareholders — no longer exists, the ongoing assessment of 12b-1 fees, as
‘defendants are doing in this case, raises grave doubt about defendants’ compliance with

their fiduciary duty obligations under § 36(b).

! For example, the Closed Funds are being charged 12b-1 fees of 0.25% of average daily net assets,

which is the same rate that the investor class shares of the Equity Income Fund (the predecessor to the
_closed Core Equity Fund) and the Health Sciences Fund were paying in 12b-1 fees when it was actively
seeking new investors. (See Exhibit B).
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Fu:ﬂm;oxe, defendants continue to list the Closed Funds in more then sixty (60)
fund “supermarkets™ maintained by brokers such as E*trade, Charles Séhwzib and others.
(Exhibit D). Typically, a fund uses a percentage of net assets allocated under its 12b-1
plan in order to pay for an ongoing listing in a fund supermarket to gain exposure to the
fund supermarket’s broad customer base and thereby attract new investors into the fund.
Paying distribution fees to these fund supermarkets to list the Closed Funds, however, is
not a reasonable use of the Closed Fund’s assets given that the Closed Funds are closed to
new investors and any future sales are strictly limited to existing inilestors in these funds.
Moreover, defendants all but admit in their documents distributed to investors
‘that‘ the 12b-1 expenses charged to the Cloécd Funds may not be reasopgbly related to.the
services rendered. In particular, defendants have acknowledged that:

‘Because éa#h.class pays a 12b-1 distribution and service fee which are based
upon each class’s assets, if you own shares of a Fund for a long period of time,
you may pay more than the economic equivalent of the maximum front-end sales
charge permitted for mutual funds by the National Association of Securities
Dealers, Inc. (Exhibit E),

4Defend‘ants’ acknowledgement that the 12b-1 expenses chargcd to func‘is‘ sold by
_. defendants may exceed the maximum sales charge allowed by NASD rule is an
admission that these 12b-1 expenses may not be reasonably related to the sales and
marketing .services rendered to the funds. While defendants admit that the 12b-1
expenses charged to open funds may not be reasonably related to the funds’ sales and
marketing need_s,' the 12b-1 charges are all the more so unreasonable when assessed
against the Closed Funds that are no longer engaged in soliciting ne§v business. This is.

precisely why § 12b-1 requires that expenses incurred pursuant to a 12b-1 plan be

reviewed by the fund’s board of directors on a q'uan‘erly basis.
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Under these circumstances, plaintiff has sufficiently alleged that the 12b-1 fees
for marketing and distribution charged to the Closed Fund lack any reasonable
relationship to the services provided to these funds.

C. NASD Rule 2830 Does Not Permit Defendants To Charge
Excessive 12b-1 Fees in Violation of Their Fiduciary Duties

Defendants’ reference to NASD Rule 2830 and NASD Notice to Members 93-12
is a red herring. It is undisputed, as explained above, that the payment of 12b-1
distribution fees are subject to the fiduciary duty obligations set forth in § 36(b) and
under state laws. See Meyer v. Oppenheimer Management Corp., 895 F.2d 861, 867 (2d
Cir. 1990) (costs of 12b-1 plans are subject to review under Section 36(b)). Therefore, if-— -
12b-] fees charged to the Closed Funds lack any reasonable relaﬁoﬁship to the services
provided, then fund management has violated § 36(b) and state fiduciary duty laws.
NASD Rule 2830 cannot preempt the fiduciary duty obligﬁﬁ'ons placed By § 36(b) and
state law on the fund’s management. Thus, while NASD Rule 2830 may allow its
members to continue charging “asset-based sales charges” even after a fund stops selling -
its shares, NASD 2830 does not, ar;d cannot, provide defeﬁdants with & “free pass” to
violate th_eir fiduciary duties by incurring expehses on behalf of Closed Funds that lack a
reésoﬁa‘ble relationship to the services provided to the Closed Fund.®

In this case, the Closed Funds have ceased soliciting new investors since April 1,
2002. Therefore, it does not appear that there are reasonable grounds to cha.rge the

* Closed Funds “asset-based sales charges” at the same rate as when they were open to new

8 For example, while NASD Rule 2830 places a 0.75% per annum cep on the asset-based sales

charges a fund may impase, it would be a viclation of § 36(b) and state fiduciary duty laws to charge 12b-1
fees that are even less than the 0.75% cap if such fees are not reasonably related to services provided. In
effect, the NASD rule caps fees and expenses that its members can asscs funds, but in no event do these
rules permit advisors to indiscriminately charge 12b-1 fees regardless of the rezsonable needs of the fund.
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investors. At the very least, the 12b-1 fees for funds that have been closed to new
investors for such a prolongea period shouid be substantially reduced after their closure,
if not altogether eliminated. Yet, apparently, the defendants are continuing to assess the
Closed Funds the same 0.25% of average daily net assets as they charg‘ed> the Ws ‘whexli '
they were oéen to new investors. |
NASD 2830 notwithstanding, if the defendants are continuing to charge the
Closed Funds “a;set-baSed sales charges” ﬁnat lack a reasonable relationship to the needs
of these funds, then defenda.‘nts.are liable under § 36(b) and state law.
| D. Supplemental Jurisdiction Is Proper Because

a Plaintiff’s §36(b) Claim Is Proper

.Because, plaintiff’s §36(b) claim agaiﬁst defendants is prbper, as ekplainég Ja;;re,
this Court can pi-operly assert supplemental jurisdiction over plﬁintiff’s state claims. See
28 U.S.C. §1367(a). |

E. Plaintiff Has Standing to Pursue An
Action on Behalf of All 23 Closed Funds

Plaintff owns shares in the INVESCO Core Equity Fund and INVESCO Health
Sciences Fﬁnd. The Core Equity Fund is part of the “AIM Combination Stock & Bond
Fund” (previously called “INVESCO Combination Stock & BRond Fund™) which is a trust
that includes not only the Core Equity Fund owned by plaintiff, but also includes, or in
the past included, two other funds at issue ih this lawsuit; H\J'VESCO‘BaIahced Fund and
INVESCO Total Return Fund. Similarly, the INVESCO Health Sciences Fund owned by

plaintiff is part of a single trust now called “AIM. Sector Funds” (previously called

10
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“INVESCO Sector Funds™), which includes, or has included, nine funds.’ Accordmg to

~ defendants’ own pubhc filings, these trusts are “open-end dwersxﬁed management

. investment companies.” As such, plaintiff owns shares in these investment companies

and therefore has standing to pursue claims under § 36(b) on behalf of any of the funds

owned by the trusts. See e.g. Batra v. Investors Research Corporation, et al., 1992 WL

278688 (W.D.Mo.). Plaintiff does not have to own each a.nd'ev’ery Closed Fund in order

to have standing in this case rather, his ownership of two Closed Funds that are part of

two trusts that include 12 of the 23 Closed Funds at issue confer standing upon the

. pl_aintiﬁ under § 36(b) at least with regard to these 12 funds.

As the Court stated in Batra:

The plaintiff's standing to bring & Section 36(b) action is not limited to bringing
an action for a particular series [i.e. fund]. Section 36(b) provides that “an action
may be brought under this subsection by a security holder of such registered
investment company on behalf of such company.” The plaintiff owns shares in
TCI, a registered investment company as defined by 15 U.S.C. § 80a-08. The
individual funds are not registered as required by 15 U.S.C. § 80a-08. (Id at *1)

* ¥ %

The court dxsagrees with defendants' argument that each series constitutes an
investment company. The defendants argue that the Act defines "investment -
company" to include a fund or series. 15 U.S.C. § 80a- 3(a)(1X3). The 1940
Act defines an "investment company" as any "issuer" that is "in the business of

investing, reinvesting or trading in securities." 15 U.S.C. § 80a-3(a)(1)(3).
"'Issuer" is defined in terms of a "person." 15 U.S.C. § 80a-2(2)(22). "Person"

includes "company.” 15 U.S.C. § 80a- 2(a)(28). "Company" includes a "trust, a
fund, or any organized group of persons whether incorporated or not." 15 U.S.C.
§ 80a-2(a)(R).

However, an investment company must be an "issuer ... in the business of
investing...." TCI, not each series, issues or proposes to issue securities.
Accordingly, the series do not constitute companies. (Id at *2)

]

These include or in the past have included: INVESCO Leisure Fund, INVESCO Technology

Fund, INVESCO Telecommunications Fund, INVESCO Utilities Fund, INVESCO Heslth Science Fund,
INVESCO Financial Services Fund, INVESCO Gold and Precious Metal Fund, INVESCO Utilities Fund,
INVESCO Energy Fund, and INVESCO Real Estate Opportunity Fund.

11
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Defendants’ reliance on Green v. Nuveen Adv‘isory Corp., 186 FR.D. 486, 493
(N.D. 11l 1999) for the proposition that plaintiff must own each of the Closed Funds to
have standing under § 36.(b) is misplaced because Nuveen dealt with closed-end funds
that were each sepa:aie trusts or corporations. In contrast, 12 of the 23 Closed Funds are
porffdliqs of invcsimcnts ‘within management investment companies (i.e., the AIM
Combination Stock & Bond Funs and the AIM Sector Fund) in which plaintiff 1s a
security holder. As such, under the plain meaning of § 36(b) and Batra, plainﬁff has

~ standing to assert § 36(b) claims for at least 12 of the 23 Closed Funds. |
Furthermore, plaintiff has standing to bring a claim for breach of fiduciary duty
for all 23 of the Closed Funds that are the subject of this action. Defenda..;{s”have the
same fiduciary duty to investérs in all 23 Closed Funds to 'charge 12b-1 fees having a
reasonable relationship to the needs of these funds. The 23 closed Funds share the same‘
investment advisor, the same board of trustees, pay the same 0.25% of averége daily net‘
asséts in 12b-1 fees, share the same marketing and distribution ageni that is an affiliate of
‘the investment advisor, and are otherwise uniﬁed in interest. Plaintiff alleges that, by
charging excessive and‘unnecessa.ry 12b-1 fees to the Ciosed Funds, defendants breached
their ﬁduciary duty to plaintiff and all other investor‘s in the Closed Funds. Thus, the
. harm vsuffered by the plaintiff, and the remedy sought in this action, is identical for a11v23
Closed Funds. As such, plaintiff has standi.r;g to assert a breach of fiduciary duty claim

against all 23 of the Closed Funds in this action.

12
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. CONCLUSION

For the foregoing reasons, Defendants’ Motion to Dismiss should be denied in its

eatirety.

Dated: June 1, 2004

Respectfully Submitted,

SCHWARTZ, JUNELL, GREENBERG
& OATHOUT, L.LP.

By: Roger B. Greenber

Texas State Bar No. 08350000
Federal I.D. No. 3932
Atftomey-in-Charge

- 909 Fannin St., Suite 2000
Houston, Texas 77010

- 713/752-0017 Telephone
713/752-0327 Facsimile
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39 Broadway, Suite 1440
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212/363-7500 Telephone
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226 St. Paul Street
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CERTIFICATE OF SERVICE
IHEREBY CERTIFY that a true and correct copy of the foregoing Memorandum

i and Points 'of Authorities in Support of Plaintiff’s Opposition to Defendants’ Motion to
 Dismiss was sent to all counsel of record by U.S. certified mail on this 1* day of June,

2004. -

14
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The Costs and Benefits to Fund Shareholders of 12b-1 Plans:

An Examination of Fund Flows, Expenses and Returns

Lori Walsh®

" Finencial Economist, Office of Economic Analysis, U.S. Securities and Exchange
Commission, 450 Fifth Street NW, Washington, D.C. 20548, The Securities and
Exchange Commission disclaims responsibility for any private publication ot statement
of any SEC employee or Commissioner. This paper expresses the author's views and

~does not necessarily reflect those of the Commission, the Commissioners, or ather
members of the staff. _

- This paper presents preliminary findings and is being distributed to economists and
'other interested readers solely to stimulate discussion and elicit comments. Any errors or
omissions are the responsibility of the author, '
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Executlve Summary

‘ Rule 12b-1, promulgated pursuant to the Investment Company Act of 1940,
allows mutua] fund advisers to make payments from fund assets for the costs of
marketing and distribution of fund shares under the auspices of 12b-1 plans. The original

- justification for the plans, as put forth by the mutual fund industry in the 1970s, was that
such fees help attract new shareholders into funds through advertising and by providing
incentives for brokers to market the fund. Arguably, asset growth from any means
benefits shareholders through economies of scale in management expenses and lower
flow volatility, which decreases liquidity costs for the fund, If, through 12b-1 plans,
funds are able to increase the rate at which their assets grow, then shareholders may be
able to attain these cost reductions sooner than by investing in a fund with no 12b-1 plan,

However, the costs must decrease sufficiently to cover the cost of the plan, and the
benefits of the cost reductions must be passed onto shareholders, or shareholders will not™~~
be better off. R

- Opponents of the rule argue that there is no evidence that 12b-1 plans are
successful at growing funds or that shareholders benefit from such plans, Furthermore,
they argue that there is 8 conflict of interest from allowing fund advisers to use fund

. assets to pay for attracting new investors, since fund advisers eamn fees based on assets
under management. ' ‘ '

This paper addresses whether 12b-1 plans are successful in leading to faster asset
growth and whether the sharcholders that pay for 12b-1 plans receive any net benefits
* from the plans. The paper finds that while funds with 12b-1 plans do, in fact, grow
faster than funds without them, shareholders are not obtaining benefits in the form of
lower average expenses or lower flow volatility. Fund shareholders are paying the costs
to grow the fund, while the fund adviser is the primary beneficiary of the fund’s growth.
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l. Introduction

Since their inception in 1980, 12b-1 plans,' designed to provide a fund adviser
with resources to pay for the distribution and marketing of a fund, have been marked by
controversy, However, in recent months, lawmakers, investor advocacy groups and the
financial press have elevated the din to a dull roar.? Spurred by the revelation of scandals
in the mutual fund industry, such as late trading, market timing and selective disclosure

of portfolio holdings, several aspects of the mutual fund industry are being examined,
including shareholder fees.

Fund advisers annually deduct 12b-1 fees from fund assets. According to an ICI
survey of 95 member funds in 1999, 63% of 12b-1 fees are used for compensation of
broker-dealers and related expenses, 32% are used to cover the administrative expenses
of maintaining sharcholder accounts, and 5% are used to pey for advertising and sales-
promotion expenses

Thus, the primary use of revenues raised through 12b-1 fees is to create incentives
for brokers to distribute the fund. Additionally, advertising increases investor awareness
of the fund, which in tum increases flows into the fund.* Taken together, the incentives
and advertising may stimulate asset growth and thereby lead to scale economies. In
theory, asset growth allows the fixed costs of fund management to be spread across more
assets, resulting in a lower average cost of fund management per dollar invested.® If the

' Investment Company Act Release No. 11414 (October 28, 1980)

? For example, see Kerl Scannell, “Some Mutual-Fund Fees Fece the Smell Test”, Wall Street Journal,
December 16, 2003; Brooke Masters, “Counting the Cost of Pund Fees", Washington Post, December 4,
2003; Carla Fried, “Pressure Builds To Cut Fund Fees”, New York Times, January 11,2004, Also,ina_
Jenuary 14, 2003 letter to the General Accounting Office, Representatives Michael Oxley and Richard
Baker requested 2 study of “[t]he role of 12b-1 fees, and whether modifications may be needed to rule 12b-
1 to reflect changes in the menner in which funds are marketed and distributed.” They additionally
requested a study of the effectiveness of the rule in providing economies of scale in expenses. In a March
26, 2003 letter to the U.S. Becurities and Exchange Commission, Representative Baker called for an
analysis of whether the rule should be updated in light of changes in fund distribution practices.
Additionally, New York Attorney General Eliot Spitzer is forcing mutual fund companies to lower their
fees as part of settlement cases. For instance, Allisnce Capital Management agreed to cut fees by 20% and
freeze them for five years.

? Compensation of broker-dealers and related expenses include peyments 10 broker-dealers for sale of fund
shares; reimbursemnents to the fund’s distributor for financing charges arising from advences made to
brokersdealers for the sale of fund shares; and compensation of in-house personnel. Administrative
expenses include compensation to third parties for record keeplng and ather services provided to current
fund shareholders. Advertising and other sales-promotion activities include expenses for the printing and
"mailing of prospectuses and sales materials to prospective investors. Bee “Background Information About
12b-1 Fees”, Investment Company Institute Mutugl Fund Connections, February 2003,

4 Jain and Wy (2000) find that funds that advertige raceive significantly higher inflows of cash than funds
that do not advertise,

51t is well documented that there are economies of scale in mutual fund fees at the fund level and the fund
-complex level. See Latzko (1999), Dermine and Roller (1992), Baumol (1982), Collins and Mack (1997),
and Wang (2002).
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asset growth is successful, this should translate into  lower expense ratio and higher
expected net returns, all other things equal ®

Additionally, 12b-1 fee incentives potentially lead to a steady inflow of cash,
reducing the volatility of fund deposit and redemption flows. Lower flow volatility may
reduce the liquidity costs to the fund’s shareholders, increasing expected returns, With -

“low flow volatility, a fund can hold less cash and invest a larger percentage of its assets
into higher yielding securities. Purthermore, such funds incur lower transactions costs
associated with unexpected flows.

- The debate over 12b-1 plans stems frorn a lack of clear evidence demonstratmg
that shareholders actually do obtain benefits from the hypothesized asset growth and
reduced flow volatility. The use of fund assets to market the fund leads to an inherent
conflict of interest between fund advisers and shareholders. Fund advisers eamn fees
besed on assets under management. Asset growth increases the fees collected by the
adviser. Thus, while current shareholders incur the costs to grow the fund, it may be that
the adviser is the pnma.ry beneficiary of the resulting growth.

‘This paper addresses whether shareholders do, in fact, reap the beneﬁts of 12b 1
plans. Prior studies have provided evidence that shareholders are not receiving sufficient
benefits from expense scale economies to offset the 12b-1 fee.” In fact most of the
studies show that expense ratios are higher for funds with 12b-1 fees by almost the entire
amount of the fee. This study confirms these results using a more recent dataset.

~ Moreover, it extends the analysis to the effect of 12b-1 plans on asset growth and flow

" volatility. The results show that 12b-1 funds do experience higher annual net inflows
than 'comparable non-12b-1 funds. However, it would take decades of sustained growth
at typical 12b-1 fund growth rates for a fund to be able to achieve sufficient scale
economies to offset 12b-1 fees. Finally, there is no evidence that funds with 12b-1 plans
have lower deposit and redemption flow volatility, lower cash balances or higher returns.

In all, the evidence demonstrates that 12b-1 plans are successful at attaining faster
asset growth; however, sharcholders do not obtain any of the benefits from the asset
growth. This result validates the concems raised by opponents of 12b-1 plans about the
conflicts of interest created by these plans.

The above analysis demonstrates that the original justifications for 12b-1 plans_
are not valid. However, current proponents of 12b-1 plans provide a different

¢ Howevaer, thers is some cvidence thet funds may also experlence diseconomies of scale. The
diseconomles appear in higher transactions costs from larger position sizes and fewer profitable investment
ideas as the fund grows. See e.g. Perold and Salomon (1991) and Chen, Hong, Huang end Kubik (2003).

? For example, see Ferris and Chance (1987), Trecinka end Zweig (1990), Chance and Ferris (1991),
McLeod and Malhotra (1994), Collins and Mack (1997), Malhotra and McLeod (1997), and Dellva and
Olson (1998).
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justification. They maintain that 12b-1 plans allow funds to offer alternative ways for
investors to pay for distribution. Most funds with 12b.1 fees offer different “classes” of
fund portfolio that have unique fee structures.’ An investor with a short expected holding
period might find it more beneficial to invest in Class C shares in which there isno
upfront fee, but high annual fees. Alternatively, a long-term investor would earn higher

* holding period returns by investing in Class A shares, which charge a large up-front fee
and then small annual fees.’

There are several differences between loads and 12b-1 fees that make 12b-1 plans
an inappropriate means for investors to pay load fees. First, there is a significant
difference in the level of transparency between loads and 12b-1 fees. The load charge is
clearly stated on the confirmation statement that the investor receives from his broker.
Alternatively, the investor is never explicitly told the total amount of 12b-1 fees that he
has peid, annually or in aggregate. As shown in Barber, Odean and Zheng (2002),
investors are significantly less sensitive to operating expenses that are hidden in volatile
returns than they are to “salient in-your-face expenses.”'® Thus investors may not choose -

the class that maximizes their expected holding period returns because of their different
~ perceptions of the fees. , — :

Second, 12b-1 plans provide investors with less control over the amount that they
ultimately pay for distribution than loads. Loads are a fixed amount charged at the
account level, and each investor pays only for his costs. On the other hand, 12b-1 fees
are charged annually at the fund level, and investors may pay for other investors’ costs.
Because 12b-1 fees are charged for as long as the investors stays in the fund, the
sggregate amount that investors pay increases as their holding period increases and
typically as their asset levels rise.'! Additionally, because the fees are deducted at the
fund level, some investors subsidize the costs of other investors. For example, small

_accounts typically cost more, as a percent of the account size, than large accounts. Yet
~ both investors with small account and with large accounts pay the same percent.

¥ The typical structure for 2 multiple class fund includes A, B and C class shares, 2long with an occesional
" institutional or retirement class. Class A shares often Include a high front-end load with a nominsl 12b-1

fae. Clags B shares have a contingent deferred sales load, plus & large 12b-1 fee. The load decreases with

each year in which the investor continues in the fund, until eventually decreasing to zero, typically about 6

years from purchase dste. Afer about 8 years, Class B shares convert to Class A shares, reducing the 12b-
"] fee to Class A levels. Class C shares usually have a large 12b-1 fee and a small contingent deferred sales

load (1%) that is eliminated aftar a I-yeer holding period.

¥ Collins (2004) shows that investors can eam different holding period returns by investing in different

share classes, An investor can choose @ class such that the fees are paid in the way that maximizes her

expected holding period return. :

'° Barber, Odean end Zheng (2002), p. 2.

"' Rule 12b-1 provides that funds can charge & doliar amount of fund assets to cover marketing and

disribution costs, These fees are disclosed as a percentage of assets, In reality, the percent charged

remeins fairly stable through time, even as the asset levels changs.
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Fmally, conflicts of interest between fund advisers and shareholders that do not
exist for loads exist under 12b-1 plans. Almost all share classes charge some 12b-1 fee:
Given the lack of evidence that these fees begeft shareholders in any other way, one has
to question whether the level of 12b-] fees are in the best interest of shareholders. The .
opacny of the fees makes it difficult for shareholders to momtor this conflict themselves

I/ Background on 12b-1 plans

The Investment Company Act of 1940 bans the use.of fund assets to pay for fund
distribution. In the late 1970’ s, however, the fund industry was experiencing a significant
and consistent outflow of cash from its funds. The investors that remained in the funds

. were paying increasingly higher expenses, as the fixed costs of the funds were spread
over ever fewer shareholders. The industry asked the SEC to allow advisers to use fund
assets to pay for distribution costs. This would allow funds to compete on a more level
p]aymg field with other investment products that did not charge upfront loads, leading to
a net cash flow into funds and scale economies for sharcholders.'* The SEC adopted
Rule 12b-1 in October 1980."

Rule 12b-1 permits funds to bear distribution expenses provided that they are
properly disclosed and regulated. Plans designed pursuant to the guidelines in Rule 12b-
1 allow mutual funds to.deduct an annual fee from net assets, a portion of which is paid
to brokers to compensate for distribution costs.’* This annual fee is included in the

_reported expense ratio,'® thus initially increasing the expense ratio of the fund when a

- plan is implemented. Although originally mieant as a short-term solution to the high level .
- of net redemptions in 1970°s, 12b-1 fees now play an integral role in the distribution of 2

majority of fund portfolios. Indeed, the entire class system of funds is built around the
12b-1 fee. Under the directives of Rule 12b-1, the fund’s board is obligated to regularly

~ reevaluate the benefits of the plan to the fund shareholders. Should the board deem thata -
12b-1 plan is no longer appropriate for its shareholders, the class system of the fund '

‘portfolio, if applicable, would need to be reorganized.

" For & detailed discussion Rule 12b-1 snd the events leading up to its adoption, see, “Protecting Investors:
A Half Century of Investment Company Regulation”; Division of Investment Management United States
Securities and Exchange Commission, May 1992, .

B lnvestment Company Act Release No. 11414, 45 FR 73898.

' A typical arrangement between a fund adviser and & broker provides for the broker to be compensated
with an initial seles charge and an annue} commission as a percentage of assets invested through the broker.,
Brokers are compensated for the sale of Class A and B shares through s high initial sales commissicn and e
small (usually 0.25%) annuel commission paid for by a 12b-1 plan. Class C shares often provide for a
small initial commission of about 1% end an annual commission of 1% paid for by a 12b-1 plan. See
O’Neal (1999) for-a detailed discussion of the incentives provided to brokers from 12b-1 plans.

'* The expense ratio of a fund includes three components: an advisory fee; sdministrative fees, suchas
legal and accaunting costs; end 12b-1 fees. For multiple class shares, the advisory fee is always the same
across classes. Administrative fees and 12b-1 fees can differ scross classes, although the administrative fee
i8 very often the same.
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Are 12b-1 plans in the best interests of shareholders? As noted above, the
original justification for 12b-1 plans was these fees encourage brokers to market the fund,
resulting in increased assets under management and generating subsequent economies of
scale redounding to the benefit of investors. The hope is that the lower cost of fund
management (on a per dollar basis) associeted with the scale economies eventually
offsets the cost of the 12b-1 plan. Additionally, proponents maintain that 12b-1 plans
lead to more stable inflows to the fund, reducing the fund’s need to maintain a high cash
balance to manage its liquidity requirements from net redemptions.'® This would allow
the fund to invest more assets into higher yielding securities, increasing gross returns,"’
Furthermore, lower flow volatility decreases the fund’s total cost of prowdmg liquidity to

its shareholders through lower transactions costs.

This study empirically tests whether; and to what extent, the benefits of 12b-1
plans actually accrue to shareholders by examining cross-sectionally the relation between
12b-1 plans and fund flows, expense ratios and returns. Others have studied the impact
‘of 12b-1 fees on expenses and have consistently shown that 12b-1 fees only serve to
increase expenses.'® This study adds to our understanding of the impact of 12b-1 fees on
shareholders in two ways. First, a more recent dataset is used. The most recent data
employed in the previous studies is from 1994, This sample runs from 1997 through

~2002. Given the short history of 12b-1 plans, updating the data is important to ensure
that prior results are not specific to the time period studied.

_ Second, the analysis is extended to examine the relation between 12b-1 plans and

" fund flows. Prior evidence on the link between 12b-1 plans and fund flows is mixed.

- Trzcinka and Zweig (1990) and Chance and Ferris (1991) find no relation between 12b-1

. plans and faster asset growth. As will be discussed later in the paper, this result may be
driven by their measure of asset growth, Nanda, Wang and Zheng (2003) and Barber,
Odean and Zheng (2002) find that multiple class funds and 12b-1 funds, respectively,
grow more quickly than single class and non-12b-1 funds. The results from this study are
consistent with latter two papers. Additionally, prior studies have largely ignored the
possible benefits of 12b-1 plans from lower flow volatility."®

!¢ See Edelen (1999) for an analysis of thc cost to fund shareholders of providing liquidity.

' However, this relation between cash and gross returns may oo longer hold. In recent years, fund
managers have been less concerned about maintaining high cash balances because they can now easily
enter into futures contracts on an index of intarest and earn similar returns to the invested assets,

' See supranote 7.

" Trzeinka and Zweig (1990) recognize this potential benefit, but test it only indirectly through returns.
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lll. Data

" The fund data for January 1997 through December 2002 are obtained from the
Morningstar Principia monthly discs.2® This sample includes approximately 20,000 fund
portfolio years. All funds with missing observations for expense ratio and portfolio
objective are excluded. Years in which a fund was closed to new investment are also
eliminated, since that affects fund flows in a manner unrelated to 12b-1 plans.‘

| Many fund portfolios contain multiple classes of shares that differ only in
distribution method, which affects costs and net returns for each class. This study
addresses the effect of 12b-1 fees on flows, expenses and returns, Since 12b-1 fees differ
for each class, it may scem logical to evaluate each class separately. However, it’s the
aggregate impact on portfolio assets that lead to economies of scale, cash levels, liquidity
costs and returns. 2! Therefore, 2sset-weighted average values are calculated for the
expense ratio, 12b-1 fees; loads and annual returns for the fund portfolio. All of the tests
will be conducted at the portfolio level using asset-weighted average values for muitiple
class portfolios,

The funds are divided into categories based on the portfolio objective stated in

~ their prospectus. “Bond funds” include municipal, convertible, corporate, multisector,
and government funds. “Hybrid funds” include asset allocation and balanced funds.
“Equity funds” include growth, growth and income, income, equity income, aggressive
equity, and small company funds. “Foreign funds” include foreign bond funds and

- foreign equity funds. “Specialty funds” include all funds with a stated specialty
investment objective. -

Table 1 provides some descriptive statistics for funds with end without 12b-1
plams.22 12b-1 funds are of similar size, but are older, on average, with significantly

% The Morningstar discs do not contain information on dead funds, creating s surviver bias in the dats.
The Office of Economic Analysis has reconstructed the Morningstar database to include funds thet are
merged, liquidated or have chenged names to greatly reduce this bias.

¥ For instance, consider a portfolio with 3 typical class structure as described in footnote 8. Let's assume
that Class A comprises 70% of the portfolio, Class B comprises 20% and Class C comprises 10%. Class B
_and C have a 1% 12b-1 fee and Class A has 8 .25% 12b-1 fee, If 12b-1 fees increase inflows to the fund,
then Class B and C shares should have large positive inflows and Class A sheres should heve small positive
inflows, as compared to similar non-12b-1 funds. However, Class B and C are a smeller proportion of the
total portfolio assets, muting the affects of 12b-1 fees. Therelation between 12b-1 fees and economies of
scale would be distorted when compared o e fund with & 1% 12b-1 fee thet comprises 100% of the
?onfolio assets, :

? Funds may adopt 12b-1 plans without actuslly charging any fees. The 12b-1 fee reported by Morningstar
is the maximum 12b-1 fee that the fund is allowed to charge based on its prospectus, not the actual fee,

The reported expense ratic contains only the actual 12b-1 fee,
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higher expense ratios than non-12b-1 funds. Remarkably, the average expense ratio
for 12b-1 funds exceeds that of non-12b-1 funds by more than the average 12b-1 fee.
Since fund expenses include 12b-1 fees, these results suggest that 12b-1 fees; on average,
do not reduce fund expenses, even after deducting the 12b-1 fees.?* Although this table
provides only unconditional means that do not control for various cross-sectional
differences in funds, these numbers offer a first glimpse at a result that will be addressed
more rigorously in the next section, o ’

IV. Measuring Scale Economies for 12b-1 Funds

‘ Proponents of 12b-1 plans contend that the 12b-1 fees provide incentives to
“brokers to eggressively market the fund, leading to faster asset growth than if the fund
‘had no 12b-1 plan and, ultimately, to économies of scale in expenses.”* This paper first

- addresses whether funds with 12b-1 plans do, in fact, grow faster than funds without 12b-
- 1 plans.

2. 12b-1 Plans and Fund Flows

Consistent with Sirri and Tufano (1998), net fund flows are calculated as the
percent change in monthly assets not attributable to returns on the portfolio securities, as
depicted in the following equation:

TNA,, -TNA,, *(1+ R, )
TNA

Flow,, =
1=}

where PLOW,, is the monthly net flows into fund i on day t, TNA is fund i’s total net
asset on day t and Ry, is the net monthly return to fund i on day t.  As in Sirri and Tufano
(1998), the top and bottom 1% of the flow values are eliminated to account for data errors
"and fund mergers.”®

The model used in this paper to explain net fund flows is as follows: _

Flew, =a+ p *12b-1Fee,, + B, ® AnnualNet Re turn,_ + ﬂ‘; * ExpenseRat o, ., +

‘ t
- B, % Frontload ,, + f, * BackLoad |, + B, ¥ Assets,, + B, * Age,, + S B, * Investment Objective ,,
it .

B Por purposes of this study, 12b-1 funds are defined as fund portfolios for which 8 12b.] plan has been
adopted. As discussed later in the paper, the analysis is conducted at the fund portfolio level, not the fund
class level.
3 por funds with no 12b-1 plan, the share distribution costs are paid for directly by the adviser and thus not
included in the expense ratio. , ‘
35 However, it is unclear why sn investor would prefer to pay extra annusl cxpenses to help a small fund
: grow when she could simply invest in a larger fund that has already attained scale ecopo_rqies. o
Most of the data errors in net assets are due to 3 decimal being shifted by one place in either direction,
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where Flow, is the net flow for fund i in yeart, 12b-1 fee, Annual Net Retumn, Expense
Ratio, Front Load, and Back Load are the asset-weighted averages for fund i’s portfolio
in year t, (Annual Net Return and Expense Ratio are the prior year's values), Assets and
Age are for the fund portfolio®’, and Investment Objective is an indicator variable for
each of the objectives explained above.?*

The model includes control variables thought to affect fund flows, other than 12b-
1 fees. A high return or low expense ratio last year may attract more investors this year,
Portfolio asset size and age are included to control for how well known the fund may be
_to investors. Finally, since many 12b-1 funds also have front and deferred loads, these
- variables are included to control for the impact of loads on flows not due to 12b-1 fees.
© The expected relation between flows and loads is ambiguous, On one hand, if brokers .
steer investors towards funds with higher loads, then we would see a positive relation,
Alternatively, if investors prefer to pay lower loads, all other things equal, then we would
see a negative relation. o '

Table 2 displays the results of the model estimation of the impact of 12b-1 fees on -
annual percentage flows. The results indicate that larger funds, younger funds and funds
with higher prior year net returns experience higher net flows. Loads are negatively
related to flows, although the relation is statistically weak. Finally, consistent with the
above line of reasoning, funds with 12b-1 plans obtain significantly higher annual net
flows than do funds without 12b-1 plans. Fund portfolios with a weighted-average 12b-1

“fee of 0.34% had 4% higher flows than similar non-12b-1 funds. 330 This is significant
considering that the average net flow is 8% annually. Funds with 12b-1 fees thus have

_grown more quickly than funds with no 12b-1 fees. This result provides an impetus to

further investigate whether 12b-1 funds have the ability to earn sufficient scale ’
economies from this growth to offset their 12b-1 fees, and where the average 12b-1 fund
is in this process.

Trzeinka and Zweig (1990) and Chance and Ferris (1991) also test for a relation
between 12b-1 plans and asset growth during the period 1984 through 1988. Neither
finds a significant relation, counter to the results in this and other studies. Severa] factors

2 [ other words, the asset value is the sum of the assets in the different classes within the portfolio and age
is the age of the oldest class within the portfolic.

- 38 All of the regression models in this study ere estimated separately by year and for the entire period. The
yearly regressions indicate the stability of the relations through time. The “All Years” estimation shows the -
central tendencies of the relations that may not appear in any given year. -
 The 4% ia calculated as the average 12b-1 fee (0.34) times the coefficient on 12b-1 fee (1 1.98) fromthe
“All Years” model in Table 2. _

30 The 4% finding Is consistent with results found by Nanda, Wang and Zheng (2003). They examine
changes in cash flows upon adoption of a multiple-ciass structure. (There is likely & significant overlap .

. between the multiple-class distinction and the 12b-1 distinction). They find that cash flows increase by

about 4% annually after adoption. .

10
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could account for this disparate outcome. First, the results could reflect differences in the
time periods studied. It is possible that the relation between 12b-1 plans and fund flows
have changed. Second, the different result could arise from the different method used to
calculate asset growth. Both previous studies measure asset growth as the percent change
in net assets from one year to the next. This value incorporates changes in assets both

- from investment returns and from purchase and redemption flows. The method used in
this study nets out the affect of returns on the change in assets to focus the measure on
changes in fund flows, The different calculation method could lead to the dissimilar
outcome in two ways. Netting out the effect of volatile returns on asset growth likely

- reduces the volatility of the asset growth measure. The lower volatility may increase the
ability of the mode! estimation to detect a significant relation, if one exists. Furthermore,
if 12b-1 plans affect returns in the opposite direction that they effect fund flows, the two
opposing forces will offset each other, leading to a result of no significant relation.

12b-1 Plan Economies of Scale

The relation between average expenses and asset size is concave, That is, when
funds are very small, even small additions to assets are likely to provide large reductions
- in expenses per dollar invested. However, as funds grow, each additional dollar of assets
- lowers expenses less than the dollar before. At some point, expenses will change very -
little with each dollar growth in sssets. Given the decreasing returns to scale, a relevant
- question is whether funds have the ability to generate sufficient scale economies to offset
12b-1 fees. ' ‘

To determine whether a fund can attain a size such that economies of scale offset
the 12b-1 fee, expense ratios for 12b-1 and non-12b-1 funds of similar size and
investment objective are compared. ' Portfolio objective and size are chosen since they
likely have the largest impact on the expense ratio of the fund. For instance, the average
large bond fund almost certainly has a lower expense ratio than the average small foreign
equity fund, all else equal. To do the comparison, the funds are first sorted based on each
fund’s investment objective as defined in the data section. Then the funds within each
investment objective are sorted into size quintiles. Finally, the funds within each
investment objective and size quintile are separated based on whether they were 12b-1
funds or not. If the largest 12b-1 funds have higher expense ratios than the smallest non-
12b-1 funds, then one can conclude that scale economies sufficient to offset 12b-1 fees
are not feasible. '

Table 3 shows the results of this analysis. For all investment objectives, both
12b-1 and non-12b-1 funds exhibit economies of scale in expenses. As the funds get

3 The use of fund expense rarios to estimate scale economies implicitly assumes that any scale economies
received by the fund adviser are passed onto fund shareholders.

11
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larger, the expense per dollar invested decreases. For 12b-1 funds, the scale economies

are not produced by a reduction in the 12b-1 fee. In fact, 12b-1 fees change very little as

funds get larger, as is evidenced in the last column of Teble 3. Therefore, the scale
economies must originate in the fund management portion of the expense ratio. A key
question is whether 12b-1 funds can generate enough economies of scale in fund
management expenses to offset the 12b-1 fee.

To answer this question, it is necessary to compare the expense ratio of the
smallest non-12b-1 fund to the largest 12b-1 fund within each investment objective. If
the largest 12b-1 funds have expense ratios that are lower than the smallest non-12b-1 -
funds, then one could conclude that it is possxble for a fund to achieve sufficient scale
economies to offset the 12b-1 fee. This does not appear to be the case for bond funds.
Panel A of Table 3 shows that the average expense ratio for the largest size quintile of
~ 12b-1 funds is significantly larger than that of the smallest size quintile of non-12b-1
funds. Bond funds apparently are not able to generate sufficient economies of scale to

- offset the 12b-1 fees. This is not surprising since bond funds already have the lowest

~average expense ratio of any objective. Stgmﬁcant scale economles wiil be harder to
produce for these funds

For the other investment objectives, the magnitude of expenses for the largest
12b-1 funds is roughly similar to or smaller than the expenses of the smallest non-12b-1

fund. Consequently, these funds seem able to grow large enough to offset the 12b-1 fees;

however, they have to grow several thousand times larger than comparable non-12b-1
funds to achieve the sufficient scale economies just to offset the fee. With additional net
flows of only 4% of assets per year, it would take the average 12b-1 specialty fund 24
years to attain a size where expense ratio is of comparable magnitude with the average

- specialty non-12b-! fund. It would take the average equity fund 62 years, the average
hybrid fund 68 years and the average foreign fund 111 years to generate sufficient scale
economies. Given that shareholders average holding period is only 7 years, most of the
shareholders that paid the extra fee to facilitate the fund growth will never recoup those
costs.’? 1t should be noted that it obviously is not possible for all 12b-1 funds to -
experience such growth. If 12b-1 plans are not meant to, or are not successful'at,
attracting new money into mutual funds, then they merely serve 1o shift existing money
among the funds.

Qur above estimates of the number of years it would take the average 12b-1 fund
to grow sufficiently assume that non-12b-1 funds would not grow atall. However, over

. the yeafs examined in this study, non-12b-1 funds have had positive annual flows of
_approximately 4%. If a non-12b-1 fund was able to grow without a 12b-1 plan such that

% Sirri and Tufaho (1998) cite that the average mutusl fund shereholder’s holding period is 7 years.

12
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it moved from the first to the second size quintile, the fund’s shareholders would be
significantly better off, on average, than if the fund had instituted a 12b-1 plan and
moved into the largest size quintile.* This is true for all investment objectives.

The logical conclusion of this analysis is that, although it is theoretically possible
for most types of funds to generate scale economies through asset growth to offset 12b-1
fees, it is not an efficient use of resources. First, it is not possiblé for all 12b-1 funds to
grow sufficiently, leaving many shareholders paying higher fees into funds that will
never attain an adequate size. Second, it only is possible for the small subset of funds
that are in the smallest size quintile at the time that they institute the 12b-1 plan. Finally,

" any given fund will likely not attain an adequate size within any one investor’s typical
holding period and, for some types of funds, within an investor’s lifetime. The above
discussion highlights the difficulty of using 12b-1 plans to grow the assets of a fund to

" earn scale economies in expense ratios sufficient to offset the fee. o

The next part of the analysis examines the relation between 12b-1 fees and
expense ratios. e

' The mode! of expense ratio used in this paper is as follows:
Expensekaria,_, =a+ B, *12b~1Fee,, + B, * FlowVolartlity,, + B, * Turnaver,, + B, * Cash,,_, +

B, % FromiLoad,, + B, * Backload , + f, * Asseis,, + B, * Age,, + 3. B, * Investment Objective,,
. - =9

where Expense Ratio, 12b-1 fee, Front Load, Back Load, Assets, Age and Investment
Objective are as described in the flow equation. Flow volatility is the standard deviation -
of monthly net flows for fund i in year t, turnover is the annual turnover, and cash is last
year’s end-of-year cash balance for fund portfolio i,

This mode! is very similar to the typical models used in the prior studies that test
whether 12b-1 plans lead to sufficient scale economies from asset growth to offset the
fee. The problem with this model is that it includes asset size as an independent variable.
The 12b-1 fee is hypothesized to work through asset size to affect the expense ratio.
Thus including asset size in the model controls for the relation between 12b-1 fees and
expenses that we are trying to test for. In other words, the coefficient on the 12b-1 fee

3 por instance, in Panel B of Table 3, anon-12b-1 fund in quintile | has an average size of $16.27 million
" and an average expense ratio of 1.28%. If it were able to grow without 2 12b-1 plan such that it moved
. from quintile 1 to quintile 2, the fund’s expense ratio would fall to 0.95%, on average. This value is ‘
significantly lower than if it instituted a 12b-1 plan and were able to grow such that it moved into quintile
5,

13
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does not capture the effect of 12b-1 fees on expense ratio through asset size. I include
this model in the paper only as a means of comparison to other work.*

. One would expect that funds with highly volatile flows are likely more expensive
to manage than those with low flow volatility, and actively managed funds as measured
by turnover are likely more expensive than passive funds. Additionally, funds with more

“of their assets in cash may invest less time into portfolic management than funds with
less cash, and are therefore less expensive to manage. Finally, 12b-1 fees should increase
the expense ratio one-for-ane, when asset size and the factors are held constant.

Table 4 displays these results. As expected, funds with high flow volatility and
high turnover have higher expense ratios. Additionally, funds with loads tend to have
higher expense ratios than no-load funds. Finally, consistent with the predictions, funds
with 12b-1 expenses have significantly higher expense ratios than non-12b-1 funds. For
every 100 basis points of 12b-1 fees, expense ratios are higher by 91 basis points, all
other things equal.®>¢

The overall results of this analysis show that shareholders, on average, are not
receiving sufficient scale economy benefits to offset the costs of the plans,
_ consistent with the results of prior studies. Thus, sharcholders do not benefit from 12b-1
plans through lower expense ratios. Do they receive benefits in the form of hxgher
returns?

V. 12b-1 Plans and Investment Returns

‘In addition to the expense scale economies, proponents of 12b-1 plans maintain
that the plans smooth flows for funds, reducing the amount of cash required to handle
unpredictable redemptions and lowering transactions costs to deal with unexpected flows,
Lower required cash reserves increase the percentage of assets that funds can invest in
higher yleldmg securities, leading to higher long-run returns. Addmonally, lower flow

. % The model is also estimated excluding asset size from the equation.. However, it is not clear that this is an
a.ppropnate solution. We know from the results in Table 3 that asset size slgnificantly impacts expense.
ratio. 12b-1 fees are likely 2 very small factor in this relation. Thus excluding asset size from the equation
feaves a significant portion of the expense ratic unexplained. The end result is & severe omitted variables

roblem.
? The coefficient is significantly less than 1. A possible explanation stems from the use of maximum 12b-
1 fees instead of actual 12b-1 fees. If actual 12b-1 fees charged are less than the maximum allowable, then
the coefficient should be less then 1.
3 The coefficicnt on 12b-1 fees in the mode! estimated without asset sizc as en independent variable is
0.97, insignificantly different from 1.

14
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volatility reduces transactions costs from unexpected flows not covered by cash on hand.
Ultimately, lower flow volatility generates higher expected returns, *’

Trzeinka and Zweig (1990) also recognized in their study that 12b-1 plans méy'
stabilize fund flows such that these funds can hold less cash or incur lower transactions
costs, leading to higher gross returns. However, the authors never directly test whether
flows are more stable for 12b-1 funds. They assume it to be true and go to the next step
of testing for lower cash balances and higher gross returns. Yet, the authors also ‘
acknowledge the difficulties in finding a relation between gross returns and 12b-1 pla.né,
even if one existed. The high volatility of gross returns obscures relations between
relatively stable 12b-1 fees and returns using traditional statistical techniques, Therefore, -
they conclude that finding no relation does not necessary mean that there is no relation.
This highlights the importance of including the intermediary step of testing for a relation
between 12b-1 plans and flow volatility. It provides an insight into whether there may be
a significant relation between gross returns and 12b-1 plans even if one is not found

- directly.

8, 12b-1 Plans and Flow Volatility
Do 12b-_1 plans reduce flow volatility? Flow volatility is modeled as follows:.

FlowVolati lity,, ma + B, *12b~1Fee, + B, * FroniLoad |, + j, * Backload,, + 3, * Assets |, +

]
By *Age,, + ;Z-B B, * Investment Objective ,,

It can be expected that loads reduce flow volatility 1o the fund since active trading in load
funds is expensive and thus not likely to be done often. Additionally, it is likely that
smaller funds will have higher flow volatility since even small dollar inflows and
outflows will be a larger percent of a small fund. - The direction of the relation between
age and flow volatility is unclear, ex-ante. Younger funds may have higher flow
volatility since it may take some time for a fund to develop a loyal, long-term shareholder
base, although this is just speculation. : '

Teble 5 displays the results of the estimation of a flow volatility model. As
predicted, larger funds, older funds, and funds with loads experience lower flow
VOIatility." Moreover, there is weak evidence that 12b-1 fees actually increase flow

37 Qur hypothesis is that lower flow volatility decreases the dollar transactions costs incurred by funds.
Ideslly, to test this hypotheals, we would examine the relation between flow volatility and transactions
costs, However, transactions costs are not disclosed by funds, but are incorporated into asset prices.
Therefore, lower transections costs should be revealed through higher gross retums.

% Other than compensation for brokers, loads may serve to reduce liquidity costs as well, Since active
trading in load funds can be expensive, sharcholders in load funds tand to be longer-term investors
(Chordia (1996)). Class A shareholders will only find it benieficial to pay high up front costs and lower

15
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volatility. The coefficient on 12b-1 fee is positive in all years and significant for three of
the six years, These results indicate that 12b-1 plans are not successful in stabilizing fund

- flows and may, in fact, destabilize flows. Since there is some evidence showing that flow
volatility is higher for 12b-1 funds, then these funds should have higher cash balances
and/or lower gross returns as well.

b, 12b-1 Plans snd Cash-On-Hand
To examine cash-on-hand, cash is modeled as folléws.“‘

Cash Balance,, = a + f, *12b ~ \Fee,, + B, * AnmualFlows,, + B, * Turnover,, +

1}
By * Fromiload, + B, * Backload,, + B, * Assets,, + B, * Age,, + 3 B, * Investmen Objective
8 '

Higher net flows and higher turnover should lead to more cash-on-hand. -Additionally,

* load funds should keep less cash since they have lower flow volatility, as seen in Table S.
Table 6 shows the results. Consistent with the above presumptions, higher flows and
turnover do lead to higher cash balances. Furthermore, load funds tend to keep less cash- |
on-hand. Finally, despite have higher flow volatility, cash balances are not related to
12b-1 fees, The coefficients on the 12b-1 fee variables are insigniﬁcant in all but one
year and insignificant overall. Trzcinka and Zweig (1990) also find that cash balances do
not dxffer between 12b-1 and non-12b-1 funds.

c. 12b-1 Plans and Gross Retyras

The final part of the analysis is to examine whether 12b-1 plans affect gross
returns. Based on the previous results of the effect of 12b-1 fees on flow volatility and
cash balances, 12b-1 funds should exhibit Jower gross returns. There is some evidence
that these funds have higher flow volatility but no differences in cash balances. If flow
volatility leads to higher transactions costs, then 12b-1 funds should earn lower gross
returns,

annual costs if they plan to be in the fund for a long time. Additionally, Class C sharsholders should have
short investment horizons since it is only beneficial to pay a high anaual 12b.1 fee and no load over a high
front-end load if the investor plans to be in the fund for a short time, Class B shareholders should optimslly
have medium investment horizons. However, for multiple share class portfolios, all assets are part of a
pool and as such they share portfolio expenses including transactions costs. Shareholders of &l classes
share all transaction costs generated from active traders in class C shares. Class A (and, to a lesser extent,
Class B) sharcholders are potentially subsidizing the liquidity needs of Class C sharcholders without
reahzmg that they are, Nanda, Wang and Zheng (2003) find some evidence consistent with this hypothesxs
* Properly modeling end-of-year cash balances may be difficuit since fund managers may alter cagh

.- balances higher or lower just prior to public disclosure to reflect what the fund managers want the pubhc 1

see. This practice is known as window dreasing.
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Gross return is calculated as net return plus the annual expense ratio, Gross
returns, net of the mean gross return to the investmerit objective, are modeled as follows:

MeanAdjus tedGross Return,, =a+ f, *12b-1Fee,, + B, * Turnover,, -‘!-ﬂ, * Frontlood |, +
9 . ) 4
"By *Backload , + B * Age,, + T B, * Investment Objective ,, + tﬂ, *Year,,
. ) ‘ J=t . FLT]

A year indicator variable in included in the “All Years” model to contro! for the

difference in’ mean returns from year to year. 2002 is the year excluded from the model
estxmanon

The results are shown in Table 7. For the “All Years™” model, there is no evidence
of a significant relation between 12b-1 fees and gross returns, consistent with the results
found by Trzcinka and Zweig (1990). However, in the year-by-year analysis the
coefficient on 12b-] fee is negative for 4 of the 6 years. Additionally, 1999 seems to be
an anomalous year. The sign of the relation between the independent variables and the
mean-adjusted gross returms are opposite from most of the other years. If the 1999 data is
eliminated from the “All Years” model, the coefficient of —1.30 on the 12b-1 fee becomes
significant.

Taken as a whole, 12b-1 fees appear to increase flow volatility and decrease gross
returns. Although these results are not overly strong, it certainly discounts the original
justifications made by 12b-1 plan proponents that 12b-1 plans stabilize fund flows and

- increase gross retumns. Shareholders of 12b-1 funds do not obtain any beneﬁts through -

higher gross returns, and may in fact be harmed.
d. 12b-1 et Re tio

An alternative hypothesis for effect of 12b-1 plans on flows is that, by providing
steady inflows of cash, 12b-1 plans reduce the number of times that funds have net
redemptions. Unexpected net redemptions can be costly if the fund manager has to sell
securities to cover the cash outflow. This leads the fund to incur transactions costs.
Also, it potentially takes the asset allocation suboptimally away from the fund manager’s

~ investment strategy. Both of these outcomes reduce gross returns.

A test is conducted to determine whether 12b-1 funds incur smaller net

" redemptions as a percent of assets than non-12b-1 funds. Percent net redemptions are

calculated as the sum of dollar flows in months within a year for which there were net
redemptions, divided by the average assets for the year, The calculation is as follows:

12
2 MonthiyFlow,, * D, ,
PercentNet Re demptions, , = 2=

AverageNetAssels,
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D, , =1if MonthlyFiow < 0;

where _
D, , =0if MonthlyFlow 20

‘The model of percent net redemptions is as follows;

PcrNetRede mption:,, =a+ g, *12b-Fee,, + B, * AnmualNet Rern + 8, * Frontload e ,B‘ ’ BackLoad

+ Py * dssets,, + B * Age,, + Z 8, * Imvestment Cbjective,

The model is similar to the ﬂow volatility model, except that this includes the annual
return since there is likely to be fewer redemptions in years where returns are higher.

The results are in Table 8. There is little evidence that 12b-1 plans lessen net
redemptions. The only year for which net redemptions is significantly negatively related
to the 12b-1 fee is 2000. Interestingly, that is the same year for which gross returns were
most negative for 12b-1 funds. Furthermore, the interpretation of the coefficient suggests

“that redemptions were only lower for 12b-1 funds by 1% of assets for 2000 and an
average of 0.67% annually for all years.** Even if net redemptions are consistently lower

- for 12b-1 funds, it does not translate into higher gross returns, as is ewdenced in the
previous section.

VI. Conclusions

If 12b-1 plans constitute a net benefit to investors, the amount of the annual fee
should be recovered through higher net returns. Higher net returns could derive from
either lower expense ratios due to economies of scale or higher gross returns due to the
enhanced capacity of funds to either invest in assets with higher yields or reduce
transactions costs. Overall, the results are inconsistent with this hypothesis. 12b-1 plans
do seem to be successful in growing fund assets, but with no apparent benefits accruing
to the shareholders of the fund. Although it is hypothetically possible for most types of
funds to generate sufficient scale economies to offset the 12b-1 fee, it is not an efficient
use of shareholder assets. No shareholder will be better off investing in & small 12b 1
fund in hopes of helping the fund grow to attain these scale economies:

Furthermore, these hlgher expenses do not translate into higher gross returns.
Indeed, fund flows may be more volatile and gross returns may be lower for funds with
12b.1 plans. These results highlight the significance of the conflict of interest that 12b-1
plans create. Fund advisers use shareholder money to pay for asset growth from which

“the adviser is the primary beneficiary through the collection of higher fees.

49 These numbers are cslculated by mumplymg the average 12b-1 fee (0.34) by the coefficients on the 12b-
1fee varigbles.

18



Boudreaux, Leaonard8Hame Fax: /137570178 Jun 2 Zuds 10 Fo3s

References

,Barber Brad, Terrance Odean, and Lu Zheng, “Out of sight, out of mind: The effects of

expenses on mutual fund flows”, University of California at Davxs working paper,
2002. :

Baumol, W.],, J.C. Panzar, and R.D. Willig, 1982, “Contestable Markets and the Theory.
of Industry Structure” Harcourt Brace Jovanovich, New York.

Chance, Don and Stephen Ferris, 1991, "Munial fund distribution fees: an empirical
analysis of the impact of deregulation”, Journal of Financial Services Research S,
25-42.

Chen, Joseph, Harrison Hong, Ming Huang, and Jeffrey Kubik, “Does fund size erode
mutual fund performance? The role of liquidity and orgamzatlon Stanford
University Working Paper, 2003.

- Chordia, Taran, 1996, “The structure of mutual fund charges”, Journa! ofF inancial
' Economics 41, 3-39. - v

Colhns, Sean, “The effect of 12b-1 plans on mutual fund investors, rewsted" Investment
Company Institute working paper, 2004, :

Collins, Sean and Phillip Mack, 1997, “The Optimal amount of assets under management
in the mutual fund industry”, F. manczal Analysts J'ournal Septcmber/October
1997, 67-73.

Dellv:a,\\?{:lfred and Gerard Olson, 1998, “The relationship between mutual fund fees and
expenses and their effects on performance”, The Financial Review 33, 85-104.

: . Dermine, Jean and Lars-Hendrik Roller, 1992, “Bconomies of scale and scope in French
- mutual funds”, Journal of Financial Intermediation 2, 83-93.

" Edelen, Roger, 1999, “Investor flows and the assessed performance of open-end mutual
funds”, Journal of Financial Economics 33, 439-466.

Fertis, Stephen and Don Chance, 1987,“The effect of 12b-1 plans on mutual fund
expense ratios: a note”, Journal of Finance 42 (4), 1077 - 1082.

Jain, Prem and Joanna Wu, 2000, “Truth in mutual fund advertising: evidence on future
performance and fund flows", Journal of Finance 55(2), 937-958.

Latzko, David, 1999, “Economies of scale in mutual fund administration”, The Journal of
Financial Research 22(3), 331-339,

‘Malhotra, D.K. and Robert McLeod, 1997, “An empirical analysis of mutual fund
expenses”, Journal of Financial Research 20(2), 175-190.

19



Boudreaux, Leonarasnamm ra3xi/13/2/U1+/0 D . N IR fet

McLeod, Robert and D.K. Malhotra, 1994, “A re-examination of the effect of 12b-1 plariS»
on mutual fund expense ratios”, Journal of Financial Research 17 (2), 231 - 240.

Nands, Vikram, Z. Jay Wang and Lu Zheng, *“The ABCs of mutual funds: A natural
experiment on fund flows and performance”, Umversxty of Michigan working
paper, 2003,

O’Neal, Edward S., 1999 “Mutual fund share classes and broker incentives”, Financial
Analys_ts Journal, 76-87.

Perold, Andre and Robert S, Salomon, 1991, “The right amount of assets under
' management”, Financial Analysts Journal, May/June 1991, 31- 3.

Sirri, Erik and Peter Tufano, 1998, “Costly search and mutual fund flows”, Journal of
Finance 53(5), 1589-1622.

Trzcinka, Charles and Robert Zweig, 1990, “An economic analysis of the cost and
benefits of SEC rule 12b-1", Monograph Series in Finance and Economics,

Salomon Brothers Center for the Study of Financial Institutions.

Wang, Jian, 2002, “Economies of scale in mutual fund administration: an em'pirical study
on U.S. markets”, Wisconsin working paper, June 2002.

20



Uil TaUAy WCWHAH LWAitau ARSI 1Dt It iR Jn 4 JUH [I4b e o] r. 41
Table 1
Non-12b-1 Funds vs. 12b-1 Funds - Summary Statistics
Non-12b-1 Funds 12b-1 Funds

: Mean Median Mean Median
Assets (MM$)* 764.53 133.80 719.80 159.50
Expense Ratio” 0.91 0.85 1.28 1.19
Age® 9.80 7.00 11.16 8.00
12b-1 Fee® 0.00 0.00 0.34 0.28
Front Loads® 11% 78%
Contingent Deferred Loads’ 2% 66%
Observations - 7,633 11,869

2 Assets are the sum of the assets of all classes withint a portfolio.
b Expcnse Ratio is the asset value-weighted expense ratio of the share classes within 2 ponfoho
¢ Age is that of the oldest class within the portfolio.
d 12b-1 fee ig the asset velue-weighted 12b-1 fee of the share classes within a portfolio,

e Percent of portfolios with & front load. If even 1 class within a portfolio has 2 front lcad, then the
portfolio is considered to have a front load.
f Percent of portfolios with a deferred load. If even 1 class within a portfolio has a deferred load, then the
portfolio is considered to have a deferred load.
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. Table 3
- Non-12b-1 Funds vs. 12b-1 Funds -
. Summary Statistics by Size
Panel A: Bond Funds '
: ' Non-12b-1 Bond Funds 12b-1 Bond Funds
Size N Mean Mean | 'Mean | N Mean Mean Mean | Mean
: Assets | Expense | Age’ Assets Expense | Age® 12b-]
(MMS$)* | Ratio - MM$)* Ratio Fee
1 661 | 2047 0.74* 7.56 942 2230 1.05 7.39 0.33
2 539 63.76 0681 727 1065 64.10 1.00 8.81 032
-3 562 13739 0.66 8.98 1045 136.81 0.98 9.54 020
4 518 305.02 0.60 | 10.21 1087 301.98 | 098 | 11.78 0.29
5 591 1629.9¢0 0.55 | 14517 1014 1666.64 0.96* | 15.49 0.30
Panel B: Hybrid Funds
Non-12b-1 Hybrid Funds 12b-1 Hybrid Funds
Size N Mezan Mean | Mean N Mean Mean | Mean Mean
Assets | Expense | Age’ Assets | Expense | Age' 12b1
' MM$)* Ratio MM Ratio Fee
) 151 16.27 1.28 748 1771 13,69 1.69 6.33 - 0.40
2 148 | 63.27 0.85 | 9.07 180 63.59 1.48 7.18 0.37
3 102 141.43 0.84| 8.09 226 14552 1381 9.65 037
4 106 379.50 0.73 | 10.27 222 346.17 1.30 ' 16.52 037
5 153 434913 0.51 ] 19.20 175 2971.21 1.22 [ 2335 042

& Assets are the sum of the assets of sli clssses within a pontfolio,

b Age is that of the oldest class within the portfolio.

*indicates that the difference between the quintile ! non-12b-1 fund expense ratio and the quintile 5 12b-1
-fund expense ratio is significant at the 5% level. '
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Table 3 (continued)
Non-12b-1 Funds vs. 12b-1 Funds —
, Summary Statistics by Size
~ Panel C: Equity Funds ‘
. Non-12b-1 Equity Funds 12b-1 Equity Funds - .
Size N Meen Mean | Mean N Mean Mean Mean Mean
Assets | Expense | Age! Assets | Expense | Age® | 12b-]
: MM$)* Ratio MM$)* Ratlo - Fee
1 666 19.02 141 | 7.76 604 2025 | 1.68 | 6.70 0.32
2 613 76.09 1.07 9.15 432 - 81,583 1.44 9.03 0.33
3 46} 21316 | 097 9.27 809 | 21771 141 10.68 033
4 437 624.02 0.89 | 11.38 834 625.50 1.28 | 13.47 0.32
5 482 552930 0.69 | 16.53 789 472345 | 1207} 23.23 0.38
Panel D: ‘Specialty Funds :
Non-12b-1 Speciatty Funds 12b-1 Specialty Funds
Size- N Mean Mean | Mean N Meen Mean Mean Mean
Assets | Expense | Age® Asgets | Expense | Age® | 12b-1
(MMS$)* Ratio MMS$)* Ratio Fee
1- 69 17.29 1.76* 7.6} 108 16.66 | 1.98 6.03 040
2 - 65 60.86 1221 9386 112 60.38 1.69 6.56 0.40
3 72 165.69 1.18 9.42 105 | 162.40 1.59 829 0.44
4 72 400.97 113 | 16.28 105 359.48 1.61 9.52 0.54
S 78 2041.88 092 ] 13.15 95 1949.49 1.43¢ | 17.04 0.49
Panel E: Foreign Funds
Non-12b-1 Foreign Funds 12b-1 Forelgn Funds
Size N Mean Mean | Mean N Mean Mean Mean Mean
Assets | Expense | Age® Assets Expense | Age’ 12b-1
| (MM$! Ratio (MMS§)® Ratio Fee
1 191 1438 1.64* 4.94 326 13.77 222 | 539 0.42
2 188 | S1.38 127 6.4l 334 50.60 | 1.83 6.34 0.38
3 230 118.18 1.20 6.81 290 114.36 1.74 7.97 04!
4 240 285.21 . 1.08 7.00 280 283.43 1.72 827 0.41
s 237 1891.95 099 | 9.32 283 | 2711.18 1.50* | 11.50 039 |

a Assets are the sum of the assets of all classes within a portfalio.
b Age is that of the oldest class within the portfolio,

*indicates that the difference between the quintile 1 non-12b-1 fund expense ratio and the quintile 5 12b-1
fund expense ratio is significant at the 5% level.
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A plan of distribution pursusnt to Rule 12b-1 ef the Act " provides for

compensation of markating and advertising owpendituree to INVEECO Distributoers,
Inc, ("IDI" or the. "Distributer"), a wholly owned subsidiary of IFG, of 0.25% of
annual average net assets of Investor Class gharec. A master distzibutien plan
and - agreement purouvant te lla lZk-1 of Lle AvlL provides ror <financing <thas
distribution and sharsholder aezvicing of Class C shares of 1.Q0% per annum of
avorage daily net asggets. A plan of distribution pursuant to Rule 12b-1 of the
Act prevides ror tinancing the distribution and continuing personal shareholder
gervicing of Class K shares of 0,458 of sannual -average net agsets. Any
unreimbursed expenses IDI incurs with respent s Tnvestoy Class, Class C and
Class K shares in sny fiscal year can not be recovered in subsequent

years. For
the six months ended September 3C, 2§91, amounts paid t¢o the Distributor were as
fallnwa:

INVESTOR CLABS cLASS - )

FUND ULASS c K i
Energy Fund ] 629,117 $ 52,8489 5 3 :
Financial Services Fund 1,855,141 72,218 © 36 i
Gold Fund S1,322 453 = ;
Health Sciaences Fund 2,187,708 64,589 126 :
Leaisuze Fund 503,001 : 42,274 -
Real Estate Opportunity Fund 41,674 6,968 -- k
Tschnology Fund 3,155,000 . 21,8523 43 : ;
Telecommunications Fund _ 1,874,378 65,960 : 2 1
Utilities Func 274,721 - 12,438 --

ExrieTT B

http.:l/www.secinfo.com/ dm4Xq.4f891.htm5/28/2004
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A plan of distributien pursuant to Rula 12b-1 ‘o" the A. ' ,

£ ct provides
Sompene;atir;n nf marreting and advertising ‘expenditures te IWNVE3CO gluuibuwfgr
Inc. ("IDI” or the "Distributor”), a wholly ownec subsidiary of IFG, aof 0.25% o't

http:/Awww secinfo.com/dRrN9.3e.htm5/28/2004
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annual average net assetes of Investor Clasz shirxes. A mastsr dlst;ibution plan
and agreswent pursuiant to Rule 12h-1 of the Act pravidar far financling ths
distribution and =hareholdez servicing of Clasa € shares of 1.0Q0% per annum of
average daily net assets. A plan ¢f distribution pursuant te Rule 12b-l ef tha .
Act pzovidas for financing the distributiscn and cuvalluuing persenal -sharenclder
servicing of Class K shares of 0.45% of anncal aveyage not 2esets. Any
unraimbursad expenses 1IDI incura with respect to Inveator Class, Class C and
Clasy K sliares {n any fiscal year can not be recovered in subsequent years. For
the 8ix months ended Novembg; 30, 2001, amounte pald to the Distributor were as
follows: . :

: : INVESTOR : CLABS CLASS
FUND : ' czA88 : < X
Balsnced Fund $1,261,604 § 39,268 s 670
geuity Income Tund ' ' 4,707,890 54,609 1,691

Tetal Return Fund 1,711,379 3,522 --

http://www.secinfo.com/dRING 3e. htmS/28/2004
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% Northwestern Mutual AccEss YOuR accouTy 5]
FINANCIAL NETWORE®. oFfce LocaToR 3] seamow 3 -
NETWORK INSURANCE JllinvesTarnT Bl ADvisoRy LEARANING 2 ‘ '
ﬂsegwces PRODUCTS {dPRODUCTS LI SERVICES cswrga. !QWOA’QE CENTER !CAREERS .
'(.mﬂ.f.w.-,-.'ﬂ'.‘.‘-s:!:.ﬂ".!-~:.'J..l',":" ;‘j:‘, .Rw,w#.‘:;‘..‘:v'.-.‘war-..:m PV LV ..‘-;!1“.-:1 :nc.m‘f&-:‘.‘&nw.aéoq B S SLRET S VT I CY LA SRy ’
BEEBL o ANYERTMENTZRODVETS . L |

. R A S
. ﬁ'&fﬁmﬁm; 55
. ) 1’;.(
. A )
Mutug) Fynds
» Rumsell Mutue! Fungs

- » The Ruszell lnvegtment
Approach

. b Mason Streel Funds

» Masaon Bireot investment
Approsch

AWM. Funds

Amoriean Funds
Frankin® Templeton®
MFS

Putnam

Ven Kampen

eIt C

N lereatenetst ettt anba sen e s er s n e nuSuasannte cen s

AIM Funds

Founded In 1978, the Houston-baand company now has more than $164 bilion in asseﬁ
under menagerient ¥y more than 2,700 employees. 4

* Over the years, such funds as AIM Weingarten Fund, AIM Conctellatian Fund, and AIM Value

Fund have becoms hougehcld words for milllons of Investars. AIM funds are seid through
financial advigors as 8 reflaction of the company's bellef that investors can benefit significantly
from having ths advice and guidence of a professianal wha can crests investment plane to
Mmeet the Indivioua! Needs of thelr oliente.

As a membaer of the 2370 hilion AMVESCAP Group, AIM offerc more than 100 Investment
portfsiics, muttiple Investment managament styles, B broadened product range, snd @ varety
of investrnant services. Managing global portfolios succasstully requires insight into the .
imtricazies of difforent markets, cultuma, and financial systems, and AIM has sccees to more
than 80 experisnced porticlio managers and mere than 100 analysts aerces the globs, In a
repidly expanding globs! marketplace, AIM 18 committed to making ite maragement expertise
and products availeble worldwide. : :

AIM Manasgemant Group Inc. s the holding company of several subsldiaries that agdress
businezs oppsrunitias in domostia and imemational marketplacss, Investment managenment,
distribution, administretion, and account servicing functions are carried out by the vardosus
cparating subsidiares listed beiew. :

¢ AlM Azvigore, inc. Is the Invesiment advisor and administrator to more than 50

insthtutional snd retail mutugl funds. 1 is the holding company for AIM's ether opergting
ringifigries, .

AlM Caplia! Management, Inc. is the Investment advisor for separately managed
acecounts, such s corporate and municipal pension plans, insurance companies,
charitable Institutions, and private dividuals. )

AlM Distributors, Inc., & registered broker-dealer, Is the pringipal underwriter and
distribulor of the relail mutual funds. :

AlM Fund Servicss, Ine. is the internsl tranefer agent for AlM's mutual funda. it algo
‘providee shareholder services,

AIM Global Holdings, inc, is the helding company for AlM'e intornationsl cperstions
and investmaent activitics. _

AIM Alternative Assel Advisors, Inc. and AIM Alternative Assét Management
cempany, InC. are the managing general parner end mvestment manager for certain
of AiM's altarnstive aeset products. :

AlM Private Asset Management, Inc., provides Investment advice to customized
partfoliss for privete Individuals., .
Fung Managamert Company, & ragistared bro
money market funds to Institwtinnal nlients

ker-dealer, Is the principal distributor of

investment Diseipline

What |8 an Investment disclpline? At AlM, it means 2 olasny defined gtrategy for solecting
securitles, applled consistently across our broad range of funds.

An investmant disc/pline foliows @ proven, systemstic investment process, relles en historical

http.//www.nmfn.com/tn/investprods--aim_funds_pg5/28/2004
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o o 1 vy

Page 1 of .‘

OISR <om e i i

Conmdcr Buy, Seli Prices

QA NICHLFT

For Premium dembors only. Click hoen 10 aiore
your tisk. frec mof,

Home | Pertfolio | Stocks | Funus | ETPS | Markes | Tgo!a | wm:;hnpﬂ Persona] Pinanca | Discyss . I AYCISTER I Les AUy |
Fund Reports - JEntar ticker, name or topl¢ _aueTes/mErsmrs | semsew | Itx Eeee. Chieck your SIRdl - |
Suapshol . xnvasco Health Sciences Inv FHLSK See Fund Family Data» Lightsl
- Data Interpreter |
Purchase Inrormation
D Analyst Research : o
. Minimum Investmants Brokerage Avaligbi|ity
- Morningstar Rating Initlal closed (o iew Hivestors - Accutrade:’
Tatal Raturns Additional : . $50 Accutrade NTF ,
" vax Analyer Initial IRA clasen tn new invegtore  Amaerican Expresc Brokerage
: Additional 1RA : %50  American Express SPS Advantage
.Rigk Measuras Inkisl AIP : . 450 Ameritrade Inc.
Portfolio _Additional AIP o $50 Ameritrade Instituticnal Serv ices
' ' ‘ ' Bear Stearns
Managzement Address .
anagem: | 11 Greenway Plaza Besr Stearns No-Load NTF
Fees & Expenses Sulte 100 gear Stearns No-Load Transaction Feq
‘ pm-‘hagg xm Houston, I'X 77046 Bear Stearns NTT
. 800-959-4246 ‘ Bldwel! & Co,

aur ;. RQ’A 'lrt

Bidwell & Co. NTF

Brokar Dealer Flnanclal Services Carp
BrownCo

-CommonWealth NTF

CommeonWealth PFS

Cummenwealth Universe

D.E. Frey & Company

Ne Vej’ ' Dain Rauscher-FAS

nes LE-F AL 22 1T
trea Algi,

vwﬁﬁ@

Dars Siurreion

p ai nt DATALynx
» ‘ DATALynx IMS

’ < Dreyfus LION-NTF

our hivuse ,

‘ . ETrade No Load NTF

agé’lln' L rederstad TrustConnect NTF

AVE 5375, : ‘ Fidelity Institutionel FundsNetwork
3 _ Fldelity Institutione! MundsNetwork-NTF
SGIect tyles Fidelity Retall FundsNetwork

pgren : Fidelity Retail FundsNetwark-NTF |

SEBARS . Financial Network PAM and Prime Approved -

ViYL, Si0IG FT) FURGCHOICE

CILICK HERE Mow

- HARRISdireet NTF
HSBC Brokerage (USA) Inc
Insiyhil Advisurs LLC

—~ Invesmart {Direct
E.\‘m‘) .r 0 . InveeTracda

http://quicktake. momningstar.com/Fund/Purchese.asp?Country=US A& Symbol=FHLS X & fdtab=purchases/2 1/2004 |
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JPMorgan INVEST
L/PL Financiel Services
Merrill Lynch
Mony SecLritles Curp
Morgan Stanley Dean Witter .
Multl~Pinancial MultiVact
MUTUALS. com Institutignal
Nationwide Trust :
NMIS '
Paulsen Investment Company
Pershing NItk
Perghing, division of DU
PrulArrgy [nstitutional
PruChoice: [nvestmants
Prudential 401(k) ’
Quick & Rellly NO Load Funds
Quick & Rellly NTF
Raymond James
Raymond James WRAP Euglble
Ruyal Alllarice
Rydex Financlal Services
Saloman Smith Barney

- Schwab Retail
Schwab Retall OneSource (NTF)
Schwab PPS M/N
Schwab RPS SchwabPlan
Schwep RPS SLE
Schwab RPS Select
Schwab RPS §PA
Scottrade
Spider Securities
SunAmerica Securltlez Premler /-Pinnacle
Sunpard Expediter
T. Rowe Price
TD Waterhouse Institutional
TO Waterhiouse Institutional NTF
TD Waterhouse Retail NTF
The Advisarm Grouin Ginbal Fund Wateh
The Advisors Graup-NTF '
TRUSTIynx
UBS Financlal Services In¢
Vanguard NTF
walnyg street Secuntes
Walnut Street Securities N‘TF
WS Gl’lfﬂth & Co,

-Online Trading Center frem Our Sponsors

Tme 6
_ s!ar{ investng?

. http://quicktake morningstar.com/Fund/Purchase.asp?Country=US A& Symbol=FHLS X & fdtabwpurchase 5/21/2004
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PAGE @7 -
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- ¥ Memborship | §§¢ AboutUs | FProduets | 2 Halp

[
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ORESIGHT

Hema | Portfolio | Stocks | Punds | ETFs | Mariate | Tocls | Workshops | Parsanal Einance [ ulstss o l REEISTEA | “0E OUT |

Puna Reperts

~ Smapshot
" Data Interpreter
-4 Ahnlys: Resgarch

Morningstar Rating

"Total _ﬁgturns
ax Analysis

| Risk Meagures
portfolio
Managomant
Fees & Expensys
pPurchace Info

w.‘ vo Vertisha )
RS Ak ‘ -y
Arimk &

?

Aty BueLion

http://quicktake mormin

{Enter ticker, name or tople QUOTES/mEPaRYS | SERREH |

INVESCO Core BEquity InV FIIIX See Fiund Family.Cate » _

‘Purchace Infermation

Minimum Investments

Inktial closed to new |nveasgore
Additional $50
Iniflal IRG closed to new Invactars
Additional IRA $50
Initial AIP 450
Additional AIP $S0
Address )

11 Greenwzy Plaza

Suite 100

Mouston, TX 72046

800-959-4246

_ Bear Stearns No-Load Trangaction Fee

'Ridelity Institutional FundsNetwork-NTF

_ Figelity Retall FundsNetwork-NTF
"Financlal Natwork PAM and Prime Approvad

Find_a Eloancial Advigar Emon

Srokerage Avelatility
Accutrgde -

Accutrade NTF

Amcrican Expreas Drokerage
American Bxpress SPS Advantage
Ameritrade Inc.

Amerltrada Institutional Services
Bear Stearns No-Load NTF

Bear Steams NTF

Bidwell & Cu,

Bidwell & Co. NTF

Brokar Dealar Financial Servicec Corp
BrownCo : :
CommonWeaith NTF
CommoniVealth PPS
CommonWwealth. Universe’

D.E. brey & Company

Dain Rauscher-FAS

DATALYnx

DATALYNnx IMS

Drayfus LION-NTF

ETrade No Load NTF

redereted TrustConnect NTF
Fidelity Institutional FundsNetwark

Fidelily Rutsli PundsNetwork

FT) FundCHOICE
HARRISd|rect NTF

HSRC Brokerage (USA) Inc
Ineight Advlsors LLC
lnvesmart iDirect
InvesTrade

PMaorgan INVEST

gstar.com/F und/?umhase.asp'.’Country?USA&Symbol:ﬂllx&fdtab-purchascsn1/2004



Boudreaux, LeonardsHamm rax: f/13/2/U1/8

g5/30/2884 23:03

7182534151

"INVESCO Core Equity Inv Report (FIIIX) | Purchase Info

citibank

Lwo rionty

Get a
FREE

SONY DVD
slayer:

Online Trading Center fram Our Sponsare

Time 1o
start investing?

S&P K00 Indox daty: S&P 501 Covvright @ 200

SN 4 LUUY lda 1y F. o

PAGE

L/PL Pinancial Services
Mony Securities Corp
Morgan Stanley Dean Witter
Multi-Financral Multivest
MUTUALS com Institutional -
Nationwide Trust '
NMIS

Pershirg NTF _
Pershing, division of DW
PruArray Institutional’
PruCholce Investmants
Prudential 401(k)

‘Prudantial Preferred Agvisors

Quick & Relily NO Load funds
Quick & Reilly NTF

Raymond James

Royal Alliance

Rydex Financial Services
Szalomon Smith Bamey

Schwab Retall .
Schwab Retall OneSource (NTF)
Schwab RPS M/N '

. Schwab RPS SchwabkPlan

Schwab RPS SDE

Schwab RPS Seject

Schwab RPS SPA

Scottrade ' .

Security Trust Compan

Gpider Sccurities

SunAmerica Securities Premier ) Pinnacie
Sungard Expediter

T. Rowe Price

TD Weterhouse Institutionai

TD Waterheuse Instituticnal NTF

TD waterhouse Retall NTF _
The AdvisLrs Group Global Fund Watch
The Advisors Group-NTF '
TRIISTIyny

UBS Financial Services Inc
Vanguard NTF -

Walnut Street Securitles

Walnut Street Sacurities NTF

WS Griffith & Co.

e

- tag
M fri e

g8

| Page 2 of

http://quicktake.momingstar com/Fund/Purchase asp?Country=US A& Symbol=FIIIX &fdtab=purchase 5/21/2004
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CORE EQUITY FUND
Management Fees

Distribution and Service (12b-1) Feeg’
Other Expensegts

To!a‘l Annual Fund Opersting Expenges*

Fee Waivers/Relmbursementsss
. Net Expenses™

THTAL RETURN FUND
~Management Fees

" Distribution and Service (12&1) Fees?
Other Expenses®s

Total Annual Fund Operating Expensest*

. Fee Waivers/Reimbursements’t
Net Expenses’s

investor
Clusy

0.51%
0.25%

0.29%7

1058
e

0.00%
1,05%

*l
Investor '
Clany
£.71%

0.25%

C.45%
W

1 A1%
19

0.00%
1.41%

kA
L]

Jun L 4UUSY

Class A
0.51%
0.35?.

0.40%7

1.236%°

S

0.00%

1.26%?
——

Class A
0.71%
0.35%

1.51%
RAL]

25™
1.16
—

0.47%
2.30%

AT
-

beo bt

Clegs B
0.51%
1.00%%

0.84%
"

2.35%

2

0.00%

2.35%

k-

Class B8

0.71%
1.00%

1.36%

12

3.07%
i

——
0.32%

275%

s
L ]

r.oc¢
PAGE R9
" Page 1 of
Class C Class K
0.51% 0.51%
1.00% 0.45%
0.61% . 1.15%"
— st
22%  211%
——— L]
0.00% 0.0094
212%’ C201w
‘ Clase C - Class K
0.71% 0.71%
1.00%¢ 0.45%
1.55% 0.45%
141 1243
3.26% 161%
%l 1y
L] ————
0.51% .0.00%,
2.75% - 161%
.11 a0
L ] .

1 Jfyoubuy §1,000.000 or mora of Clasy A siares and redeem those Khafes within ¢igean ronths from tha dace of purchase, you may pay & 1% consngent deferred aales

charge (CDAC) at e ime of mdemrmtan

1 AS5%and 1% CD3C muy be shatged on Cluse B and Claas £ abutw reapectively, Blwnra eao s saction wetldad "Hew To Bwy Eharea. "

3 Becavse euoh olass prys a 121 glmwribution 24 sarvice fre whic are beswd upon eagh clngs’s edeety, {f you own chares of s Fund For g lang pcnod artimo, you muy pay

mare than the ¢conomie aquivalesat of the muximum froe-end saley chergo permitted for murual funds by 1he National Associaon of Secunines Desiers. Ine.

LN uIbTT €

http:/Avww secinfo.com/d14D5a. 22 War htm5/30/2004



